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Restatement and Revision of Accounting 
Research Bulletins (Accounting 
Research Bulletin 43). 

Supersedes Accounting Research Bulletins 

1 through 42 (1939 to 1953). Issued by the 

Committee on Accounting Procedure, 

American Institute of Accountants. Arr. 

ICAN INST:TUTE OF ACCOUNTANTS, New 

York, N. Y., 1953. Pages: 159; $2.00 paper 

bound, $3.00 cloth bound. 

This is a restatement and revision of 34 of 
the 42 Accounting Research Bulletins issued 
by the Institute’s Committee on Accounting 
Procedure during the period 1939-1953. The 
remaining 8 Bulletins, reports of the Commit- 
tee on Terminology, are being issued sepa- 
rately. 

In preparing the Restatement, the Com- 
mittee eliminated parts of the Accounting Re- 
search Bulletins no longer applicable, and 
rearranged the remaining material by sub- 
jects, after condensation and, where neces- 
sary, Clarification and change. 

The 133 pages of text are followed by three 
appendices and a detailed, cross-referenced 
15-page topical index. 

Appendix A lists the 42 Accounting Re- 
search Bulletins and indicates where they may 
be found in the Restatement, or what other 
disposition has been made of them. 

Appendix B reflects the “changes of sub- 
stance” made in the bulletins during the re- 
vision. It contains sections on the Applica- 
bility of [the] Bulletins; Current Assets and 
Current Liabilities; Application of United 
States Government Securities Against Lia- 
bility for Federal Taxes on Income; Intangi- 
ble Assets; Contingency Reserves; Quasi- 
Reorganization or Corporate Readjustment; 
Business Combinations ; Income Taxes; Re- 
negotiation of Government Contracts; For- 
eign Operations and Foreign Exchange; and 
Unamortized Discount, Issue Cost, and Re- 
demption Premium on Bonds Refunded. 

Appendix C lists the Bulletins not included 
in the Restatement and explains why. 

Restatement and Revision of Accounting 
Research Bulletins joins the group of essen- 
tial working materials for practitioners, 
teachers, and students of accounting. 


Leo ROSENBLUM 


Bernard M. Baruch School 
of Business and Public Administration 
The City College of New York 
(Continued on page 606) 
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Tt Saves... Me — MONEY — EFFORT 


KODAK VERIFAX PRINTER 


Sensational New Office Copying Development 


e You can make 3 copies— 
instead of |— 
on ordinary paper. 


e One copy in 50 seconds... 
three in 60 seconds. 


e No waiting for copies to dry. 


No special skill or training. 


No darkened offices. 





VERIFAX is invaluable for inter-departmental use—copying tax forms 
and working papers. No need to retype edited reports and statements. 
Hundreds of other uses, copying letters, reports, charts, cards . . . right in 
your office. 


VERIFAX is like having an added employee, but not on your payroll. 


VERIFAX is one of the most important contributions to money-saving 
efficiency in years , . . priced for every office—only $240. 


VERY IMPORTANT; We maintain Sales and Service staff for VERIFAX users. 


e No tedious retyping or copying 
by hand, thus eliminating errors. 








DADs Abb AAAA A AAAAAAAAAAAAAAAAAAAAAAAAAAAAAAAbb bbb bbb bbb bbb bbb bbb be 


EASTMAN KODAK STORES, INC., One West 39th St., New York 18, N. Y. 

Gentlemen: I would like a demonstration of the new VERIFAX method of 
copying. Please have your representative telephone me ..........------------------+-++ ote 
for an appointment. 


[] Send free illustrated folder ................ was chelawae Sosa a geek CURE a se ee 
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HOW YOUR 
ORPORATION CLIENTS 
CAN ADD TO THEIR 
EARNINGS 

1 Zeer Year 


2 Savings Dividend 


ON FUNDS 
WHICH MAY 
NOW BE 
LYING IDLE 


CORPORATION OFFICERS often look for 
places where they can invest surplus 
funds, trustee funds, funds for deprecia- 
tion, self-insurance funds, reserves for 
taxes, lease deposits, etc. 

A NINTH FEDERAL Corporate Fund 
Account provides security of principal, 
availability and reasonable return. (Sav- 
ings dividend at 2%% per year, cred- 
ited semi-annually.) To conserve divi- 
dends, passbook loans are available. Up 
to $10,000 insurance per account by 
Federal Savings and Loan Insurance Cor- 
poration. As many accounts as desired 
may be fully insured if held in trust for 
different beneficiaries. For example: 
lease deposits held in trust for tenants. 
DESCRIPTIVE FOLDER CP-3 is waiting for you. Phone 


or write Edgar R. Tostevin, Vice-President, or visit 
either of our two convenient Savings Centers. 







OVER 





















FEDERAL SAVINGS | 
| AND LOAN ASSOCIATION 








- AT TIMES SQ. FACING U.N. 
«1457 B'WAY. “Ist Ave.—45th St. 
_ Hours—9 to 3  Hours—9 to 3 
6 Wednesday 9 to 7 
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Fraud Under Federal Tax Law 
(Second Edition—1953) 


By Harry 
CLEARING House, INc., 
1953. Pages: 495; $7.50. 


Law is born from the pangs of litigation 
and no aspect of tax law is currently and 
potentially being tested in the courts as much 
as questions of tax fraud. This harvest of 
legal problems and precedents is being reaped 
from the intensive special investigations in- 
stituted in the wake of the lush war and post- 
war period and bids fair to continue for quite 
some time. Current pronouncements from the 











Graham Balter. Commerce 
Chicago 1, Ill, 


Internal Revenue Service make it clear that cl 
the drive on evaders will continue unabated 

and, perhaps, with even greater vigor than sh 
heretofore. This enforcement program brings in 


in its wake many new and unique problems 
for the tax practitioner, be he accountant or 
attorney, and the determination of these 
issues, both in the civil and criminal spheres, 
results in judicial clarification of many 
doubtful and disputed questions of law. 

Any treatise on the subject of federal tax 
fraud must therefore either be prepared in 
loose-leaf form or be frequently revised. The 
author and publishers of “Fraud Under Fed- j 
eral Tax Law” have adopted the latter proce- 
dure—and to good effect. 

Much judicial and administrative water has 
flowed under the tax fraud bridge since the 
publication of the first edition of this excel- 
lent treatise in 1951. Taxpayers and practi- 
tioners alike have weathered the revelations 
of the King Committee on the operations of 
the Bureau of Internal Revenue and the Chelf 
Committee on the operations of the Tax 
Division of the Department of Justice; the 5 
abandonment of the “voluntary disclosure Ai 
policy” in the Bureau of Internal Revenue; 
the abandonment of the “health policy” in the 
Department of Justice; the substantial 
changes in the administrative review of crim- 
inal tax fraud matters; the reorganization of 
the Bureau of Internal Revenue; and the 
reorganization by the Internal Revenue Serv- 
ice of the reorganization of the Bureau of 
Internal Revenue. 

This thoroughly revised second edition of 
the only available coordinated study of the & 
law on federal income tax fraud gives full : 
effect to all of these new facets of the subject, 
as well as all the new judicial determinations 
available at the date of publication. Untfor- 
tunately, or perhaps fortunately, the courts 
do not mark time between editions, and the 
tax practitioner is still constrained to study J 
continuously current decisions in order to |, 
keep abreast of this rapidly expanding field. | 

This latest edition of Mr. Balter’s work 

October 95. 














includes important and significant new mate- 
rial on procedure on the processing of frau 
(Continued on page 608) 
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with error-prc 


TRANSCOPY B 


Clear, figure-perfect copies of original work- 
sheets, accounting records with the NEWEST 
in LOW-COST photocopying! 


Save hours and dollars with Transcopy Duplex 


Transcopy Duplex really trims copying 
costs to a new low... speeds needed 
information since copies can be distrib- 
uted immediately . . . eliminates time- 
consuming retyping, costly proofreading 
and checking, too. And since Transcopy 
Duplex photocopies in seconds, last-minute 
figures may be included in reports. You 
have only to write the original once... no 
need to waste time and expense copying 
one form onto another. 

You can photocopy right in your own 
office, too! Worksheets, typed reports, 
financial statements, budgets, payroll rec- 
ords, ledger sheets, in fact anything written, 
printed, or drawn—up to 1412” wide, any 
length! At income tax time you can make 
absolutely error-proof copies of tax returns 
and supporting schedules. The U.S. Col- 
lector of Internal Revenue has officially 
notified all Collectors’ offices that Trans- 
copy prints of tax returns are acceptable. 

But don’t wait ‘til tax time. Start saving 
time and money on copy work now! 













CHECK ALL THESE BENEFITS 
FOUND ONLY IN TRANSCOPY DUPLEX 


No Darkroom 
No Running Water 


* Single Unit 
* Economical 
No Installation Charge ° 


No Drying Time 


Positive Prints 
Fastest Method 
Simple to Operate 
100% Accurate 
Two Models 


Use Anywhere 
Compact — Sturdy 
Any Length Copy 
* Clean 

Versatile 





See Transcopy Duplex on Display 


FREE DEMONSTRATIONS of Transcopy 
Duplex will be given on October 14 at the 
Hotel Roosevelt, N. Y. C., at the meeting of 
the New York State CPA Association. 


GET ALL THE ANSWERS IN FREE FOLDER 


For your copy call the nearest Remington Rand 
Business Equipment Center or write today to 


» Flemington. Fkand 


Remington Rand Inc., Management Controls Ref- 
erence Library, 315 Fourth Ave., New York 10. 
Ask for folder P344 describing Transcopy Duplex. 
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.ON THE DAYS 
YOU WANT THEM 
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BY USING OUR 
STATISTICAL DEPARTMENT 


No more worry, overtime or working 
with old figures when your tabulating 
work is turned over to us. 

Your work will be done by experienced 
personnel on our modern punched card 
machines. It will be done to your specifi- 
cations and on time. 

Why not telephone or write now for an 


estimate based on your requirements? 


RECORDING & STATISTICAL Bpereenltnn 


celia Scloks leh afel, Biel ae foliage lel. ii i2 \masel te), hfe) 


100 Sixth Avenue, New York 13, N. Y. 
WoOrth 6-2700 
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cases (Chapter III) and on the vexing prob- 
lem of taxpayer cooperation during the 
course of a fraud examination (Chapter 
VII). Of particular interest to the practising 
accountant is the chapter on the productioa 
of books and records (Chapter VI) which in- 
cludes an analysis of the Commissioner's 
statutory rights and powers, vis-a-vis third 
parties as well as the taxpayer, enforcement 
procedure, right to counsel, constitutional 
privileges and privileged communications. 

This current edition of a basic text in the 
tax fraud bibliography has very skillfully 
absorbed the substantial quantity of new 
administrative and judicial material which 
has evolved since the initial publication. This 
book remains a “must” on the shelves of any 
practitioner whose work carries him into or 
near the labyrinths of tax frauds. 


Davin ZACK 
New York, N. Y. 


Profit Analysis, Distribution Costs and 
Working Papers 


By Frederick M. Eisner. Published by the 
Author, White Plains, N. Y., 1953. Pages: 
364; $10.00. 


Our American economy, proceeding in its 
normal wholesome course, presents a constant 
challenge in the form of competitive prices. 
The fact that this challenge has always been 
met is not only a credit to American in- 
genuity but truly responsible for our high 
standard of living and contribution toward 
improvement of the standards of other 
nations. 

Inventive genius is entitled to the major 
share of approval and acute intelligence 
applied to production methods a good deal ot 
the remainder. ——— contributes im- 
portantly to the latter in the form of data 
which, if unavailable, would make produc- 
tion’s job more difficult in manifold propor- 
tions. 

The costs of production and doing business 
are the circulatory and nervous systems 01 
commercial enterprises, the relative weight 
of importance of each varying in different 
organizations. Suffice it to sav that each is 
sufficiently vital to reduce an otherwise good 
business to wreckage, if ignored. Systems 
development applicable to production costs 
approaches the perfection of the fine arts, for 
a great deal of brain power has been devoted 
thereto, with admirable results. No business 
need be lacking in this respect. 

Surprisingly, similarly successful applica- 
tion of thinking c capacity has not been de vole 
to the costs of doing business, usually 
characterized as selling and administrative 
expenses, except in minor degree. Much, 1 

(Continued on page 610) 
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7 “limelg Use 
a e 
FOR 23c DOLLARS! 
@ Companies subject to excess profits tax are advised by 
tax experts to allocate cheap dollars to nonrecurring 
projects such as surveys of important items of over- 
head. 
We suggest as such a project the Survey and Audit of 
Insurance Programs of clients in the excess tax brackets. 
This will assure such firms that adequate insurance is 
being carried and at proper cost. 
HERBERT L. JAMISON & CO. 
Insurance Survey, Audit and Advisory Service 
270 MADISON AVENUE, NEW YORK 16 
€ e e a 
Bruning COPYFLEX System Eliminates Typing 
* e e e e 
Now You Can File Copies, Retain Originals! 
Now you can file Bruning Copyflex errors, proofreading, aligning of car- 
copies of your tax returns (except bons, and faulty smudged copies. At 
schedule C, Form 1040), and retain an average cost of only 2¢ per sq. ft.— 
the original form for your own or for all charges—it turns out perma- 
client files, according to a recent rul- nent, accurate, errorproof, ready-to- 
ing of the U. S. Treasury Department. use copies. 
Error-free copies in seconds No negatives, masters, stencils, 
The Copyflex Tax Return System messy inks, exhaust ducts or dark 
worked out with leading bank and rooms are needed. Machine connects 
accounting tax authorities, completely to standard 115-volt a-c power line. 
eliminates expensive statistical typing. Five-minute instruction makes anyone 
Copyflex also does away with copying an expert operator. 
Copyflex machines will be exhibited at the meeting of the New York State 
Society of Certified Public Accountants at the Hotel Roosevelt on October 14, 1953, 
and at the National Business Show at the Grand Central Palace on October 19-24. 
harl F 
Charles Bruning Company, Inc. 
100 Reade Street 
Teterboro, N. J. 
new York 13,.Y. RUNING . 
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ACCOUNTS 
RECEIVABLE 
LOANS 


A unique Service for those of 

your clients who can profitably 

use additional Working Capital 
in their business 


Oriierrr 
LOWEST RATES - 
* NON-NOTIFICATION 


Ontern 


Service Factors Company 


450 7th Avenue M. Jolles 
New York City La 4-7661-2 


serving your clients over 20 years 














Shortages occur in 
the property accounts 


@ A check of the property 
accounts against the property 
itself frequently reveals substan- 
tial unrecorded deductions. 
Such unexplained shortages may 
* be prevented through Continu- 
ous American Appraisal Service 
which keeps the property record 
in line with the property facts. 


The AMERICAN 
APPRAISAL 


Company 


Over Fifty Years of Service 
« OFFICES IN PRINCIPAL CITIES 
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not all, of this deficiency has been negated 
by the appearance of a new book entitled 
“Profit Analysis, Distribution Costs, and 
Working Papers” by Frederick M. Eisner, 
a Certified Public Accountant and Member 
of the Bar of considerable experience. 

His work has made available, in easy read- 
ing style, the fruit of his concentration of 
many years. The content is unique, for quick 
comprehension is a practical and assured re- 
sult. Accompanying the presentation of well- 
expressed, sound and incontrovertible theories 
is a complete set of working papers. Such 
working papers show the progressive steps, 
reduced to interesting simplicity and clarity, 
of application to conditions, facts and circum. 
stances of a real multi-product business. The 
methods outlined and carried out to detail are 
flexible, consequently adjustable to the needs 
of smaller enterprises having fewer products 
and problems, in fact are applicable as well 
to the single product business. 

The major purpose of the book is to dem- 
onstrate methods of determining costs of 
doing business, subsequent to production 
costs, namely selling and administrative ex- 
penses, applied to individual products and 
customers. Sales, production and other man- 
agement personnel have long been concerned 
about relative costs of servicing small and 
large orders and accounts. A large order 
results in savings which are  customer- 
recognized and must be passed on to be 
competitive. Conversely, small orders incur 
disproportionately greater costs which must 
be reflected in selling prices to operate profit- 
ably. How much, is the problem. This book 
provides the ariswers and excessive contor- 
tions have been cleanly removed. 

Current statutory restrictions on_ price 
favoring have been appropriately recognized. 
Here the author’s legal training has been use- 
ful indeed. 

Last, but by no means least, utilization of 
Mr. Eisner’s methods will greatly assist a 
potential contractor competing for business 
to be placed by government agencies, to quote 
realistic and favorable bids. ; 

The following summary includes the major 
benefits offered: 


1) Motivation of executive action 
2) Computation of sales prices based on 
varying methods of sale or delivery 
Detection of unprofitable merchandise 
departments or products 
4) Control of efficiency of functional or 
service departments 
5) Control of inventories 
6) Provision of the basis for incentive 
plans to department managers afl 
salesmen 
Control budgets of sales and marketing 
expenses 
(Continued on page 611) 
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8) Analysis of differences between budg- 
eted and actual profit or loss results 
of a department or a product; and 
pin-point responsibility for the vari- 
ances. 

ALBERT WINTHROP 
New York, N. Y. 


Education and Service to Management 


Address at the Eleventh Annual Conference 
of The Institute of Internal Auditors, 
St. Louis, Mo., October 20 and 21, 1952; 
also, the Thurston Award Papers. THE 
INSTITUTE OF INTERNAL AvunpITorRs, New 
York, N. Y., 1953. Pages: 102; $——. 
The late Robert H. Montgomery predicted : 
“the development of internal audit depart- 
ments... is likely to continue and... will 
have a major effect on the practice of public 
accounting.” (Montgomery’s Auditing, 7th 
Ed, p. 53). Accordingly, the profession wel- 
comes the periodic appearance of authorita- 
tive materials emanating from the Institute 
of Internal Auditors. 

This pamphlet contains the addresses de- 
livered before the Eleventh Annual Confer- 
ence of the Institute of Internal Auditors; 
the theme of the Conference was “Education 
and Service to Management.” Also included 
are the papers which won the Institute’s first 
two annual Thurston Awards. 

The elements of a training plan for internal 
auditors are discussed by W. R. Davies, 
C.P.A., Director of the Audit Division, 
United States Steel Company. His contribu- 
tion, entitled “On-the-Job Training and Job 
Improvement for Internal Auditors,” includes 
many procedures capable of incorporation in 
the staff training programs of public account- 
ing firms. 

The report of the Institute’s Committee 
on Internal Auditing Principles and Practices 
(Chapter 4 of the work under review) will 
be of special interest to public accountants. 
It includes sections called “Relationship with 
Outside Accountants” (pages 34-35) and 
“Auditing Methods and Reporting” (pages 
35-38). Practitioners will find the latter in- 
formation useful in building up check lists 
dealing with clients’ internal auditing pro- 
cedures. 


LEo ROSENBLUM 


Bernard M. Baruch School 
of Business and Public Administration 
The City College of New York 
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A low-cost, direct copying machine 
that fits any accounting office! 


The 


BAMBINO 
by 
OZALID 


$325 


plus tax 


; 
: 
 ¢ 
3 
: 





Saves clerical costs and speeds up work by making 
direct copies of Accounting Reports ... Tax Forms 
. . . Statements . . . Anything typed, drawn or 
written on ordinary translucent paper up to 9” 
wide! 
For details, phone or write: 
OZALID, 350 W. Fourth St., N.Y.C. Algonquin 5-2280 
A Division of General Aniline & Film Corp. 








CERTIFIED 
INSURANCE AUDITS 


The proper way to confirm the 
adequacy, economy and effi- 
ciency of business insurance 


programs and procedures. 
ne as 


Personal service by a rec- 

ognized expert. References 

from representative firms. 
Inquiries invited. 


—gr— 


JEROME S. MILLER & CO. 


116 JOHN STREET New York 38 
BArclay 7-2572 
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Under His Foot, the Live Grenade 


Technical Sergeant 
Robert 8. Kennemore, (SMC 
Medal of Honor 





Tue MACHINE GUN belonged to E Company, 
Second Battalion, Seventh Marines. It was 
under the command of Technical Sergeant 
Robert Sidney Kennemore. 


It was busy. For on this November night 
fanatical Red masses were swamping Marine 
defense positions north of Yudam-ni. 


Fifteen yards in front of the gun, a Red sol- 
dier raised his body briefly and sent a grenade 
into the air. It landed squarely among the crew. 
In a split second, Sergeant Kennemore had 


covered it with his foot. 


There was a violent, muffled explosion, but 
not a man was hurt. Not a man except Ser- 
geant Kennemore. He had given both his legs 


to save his comrades’ lives. 


“When I was on active duty,” says Sergeant 
Kennemore, “I sometimes wondered if people 
back home cared as much about stopping Reds 
as we did. Now that I’m a civilian, I know they 
do. And one proof is that so many of my neigh- 
bors are investing in E Bonds for our country’s 
defense. Believe me, I know how important that 
defense is. So I’m investing, too, just as I hope 


that you are!” 


The U.S. Government does not pay for this advertisement. It is donated by this publication in cooperation 
with the Advertising Council and the Magazine Publishers of America. 
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Now E Bonds pay 3%! Now, improved Series E 
Bonds start paying interest after 6 months. And 
average 3% interest, compounded semiannually 
when held to maturity. Also, all maturing E Bonds 
automatically go on earning —at the new rate—for 
10 more years. Today, start investing in U. S. Series 
E Defense Bonds through the Payroll Savings Plan; 
you can sign up to save as little as $2.00 a payday 
if you wish, 


Peace is for the strong! 
For peace and prosperity save with 


U.S. Defense Bonds! 
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READY SOON! 1953 TRANSLUCENT TAX ORIGINALS 


LEARN NOW HOW THESE GOVERNMENT APPROVED SUBSTITUTE 
FORMS CAN HELP YOU IN THE HECTIC TAX SEASON AHEAD 


e Insure precise, economical copies of tax forms. 
m, e Error-proof copies made from completed forms 
written in pencil. 
e Any number of exact copies made in seconds. 
SEE OUR DEMONSTRATION 

At the technical meeting sponsored by your Society's Committee of 
Accountant’s Practice, being held on Wednesday, October 14, at 7:00 
P.M., Palm Terrace Rm., Hotel Roosevelt, Madison Avenue at 45th 
Street. Consult our specialist for answers to your particular questions 
and for the latest government rulings. 
OR, write for our latest booklet for complete details including a listing 
of the latest rulings, new forms available, and our special translucent 
columnar sheets. 


CYPRESS OFFSET CORPORATION 


Lithographers and Printers of Translucent Forms 
1133 Broadway, New York 10, N. Y. 


NOTE: Some of the translucent tax originals will very shortly become available. 
Avoid delays, place your order as soon as possible to insure early delivery. 
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Principles of Auditing 
By Walter B. Meigs. RicHArp D. IrRwIN, 
Pages: xiii + 


profit-and-loss analyses. Following the chap- 
ter on proprietorship, there are two chapters 
given to the further auditing of revenue and 


. Wy, 95 

Series E aba Homewood, ge 140: $8.65,  ©XPense accounts. It is pointed out on page 430 
hs. And 584; Questions and Problems : » P99. that the connection of balance-sheet and 
annually This text is notable for its strict adherence _ profit-and-loss account verification ought not 
E Bonds to the presentation of the principles and pro- “to obscure the fact that the auditor’s review 
‘ate —for cedures of auditing. Very little space is given of income and expense transactions should be 
S. Series to a reiteration of accounting principles. much more than an incidental by- product of 

gs Plan; | The plan of the work is typical of auditing his examination of assets and liabilities.” 
_ payday texts. It begins with a chapter:on the The importance of reliable internal control 
Purpose and Nature of Auditing, followed by is stressed throughout the book. A section 
Audit Working Papers, Internal Control, and in each grouping of audit procedures is de- 
the Examination of General Records. These voted to the subject, with applicable excerpts 
topics are followed by chapters on the audit- from an internal control questionnaire, The 
; ing of assets, liability and capital accounts. author’s chapter (4) on the examination of 
with Jalance sheet categories have been tied to general records is outstanding. The proce- 
their related revenue or expense counterparts. dures are carefully and interestingly ex- 
Thus, Chapter 7 is entitled Accounts Receiv- plained. The chapter (2) on audit working 
able and Sales Transactions, and Chapter 14 papers appears to be less. adequate. Nothing is 
is Accounts Payable and Purchase Transac- said about various “tie-ins,” i. e., from sub- 
A tions, Other Current Liabilities and Related schedule to lead schedule and lead schedule 


October 





Expense Accounts. . ‘ 
The author emphasizes the importance of 
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to working trial balance. It would be doubt- 
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BOOKKEEPERS 
UNLIMITED 
INC+-AGENCY 


DIRECTED BY A C.P.A. 


RESPONSIBLE 
EXPERIENCED 
BOOKKEEPING 
PERSONNEL 
EXCLUSIVELY 


299 MADISON AVE., NEW YORK 17 
TELEPHONE: MURRAY HILL 7-3821 

















specializing in the employment requirements 
of the public accountant and his clients 


ROBERT HALF 


personnel agencies 


25-15 bridge plaza n. 
long Island city 
stillwell 6-5707 


new york city 


130 w. 42 street 
longacre 4-3834 


directed by a certified public accountant 








Established 1935 
LARKIN EMPLOYMENT AGENCY 
130 West 42nd Street OXford 5-2668 


« Accountants « Office Managers 
« Bookkeepers « Secretaries, Clerks 





Applicants of ability, education, neat appearance. 





BUSINESS AND PERSONNEL 
OPPORTUNITIES 

Help Wanted: 

Situations Wanted: 


20¢ a word, minimum $5.00, 
10¢ a word, minimum $2.00, 
Business Opportunities: | 15¢ a word, minimum $3.00, 
Box number, if used. counts as three words. 
Closing Date—1sth of month preceding date of publication, 





HELP WANTED 





Cost AND INTERNAL AupiTors. Starting 
salary to $8,300 depending upon quality ex- 
perience. Must have background equivalent 
heavy senior accountant. Locations NYC, 
Boston, Rochester, Bridgeport, Conn., Bur- 
lington, N. J. Box 622, New York C.P.A, 


BUSINESS OPPORTUNITIES 











Mail and Telephone Service: Desk provided 
for interviewing. $6.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 








Statistical Typewriting—up to 31” wide 


Reports, mimeographing, personalized letters, 
IBM typesetting. M. E. Gitsham, 45 West 
45th Street, N. Y. 36. JU 2-4844. 





Calculating Service 


Inventories computed, sales analyses, etc. 
Statistical experience. Special service to 
C.P.A’s. Formerly with U. S. General Ac- 
counting Office. Verna Crawford, 565 Fifth 
Avenue, ELdorado 5-0280. 





Are you in need of Furnished Office, Desk or 
Mail and Phone? All available with complete 
service—use of conference and_ reception 
rooms. Stenographic service at a nominal 
fee. Mactell Service Co., 489 Fifth Ave. 
(42nd St.) New York City. MU 2-2492. 





Don’t Let Your Work Pile Up 


Monthly reports typed quickly, accurately. 
Reasonable Rates. Pick-Up, Delivery. 
Burlington Steno Service, 55 West 42nd 
Street. LA 4-2230. 

C.P.A., LL.B., Society Member, over 15 
years of heavily diversified experience. Will 
invest in partnership with overburdened or 
retiring C.P.A., in N. Y., N. J. or Conn. area. 
30x 617, New York C.P.A. 


C.P.A. (New Jersey)—Established firm de- 
sires to enlarge clientele by purchase of in- 
dividual accounts or entire practice. Replies 
held strictest confidence. Box 618, New York 
C.P.A. 














COMPTOMETRY SERVICE 


Inventories, Statistics, Etc. com- 
puted in your office or ours. 


WORTH OFFICE SERVICE, INC. 


114 Liberty Street N. Y. C. * WOrth 4-6373 


— 


C.P.A., 37, excellent background, has con- 
siderable free time, seeks association with 
established firm at top level. Box 619, New 
York C.P.A. 


— 
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New York City—Medium CPA firm has 
opening for CPA-Attorney qualified to sper- 
vise tax practice. Box 620, New York C.P.A. 


October 
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"BUSINESS OPPORTUNITIES 


CP.A. partnership, young, society members, 
excellent references ; seeking to build a prac- 
tice; will buy existing practice or individual 
accounts; cash or terms. Box 626, New 
York C.P.A 

C.P.:A., 35—12 years - diversified experience, 
own practice $7,500.00 gross, available 8-10 
days monthly, seeks partnership or association 
with established practitioner. Box 627, New 


York C.P.A. 


New York Certified Public Accountant— 
young, experienced, seeks junior partnership 
arrangement with overburdened practitioner 
or work into practice where retirement is 
contemplated. Box 628, New York C.P.A. 





Tax ATTORNEY—C.P.A., 20 years experi- 
ence; briefs, protests, appeals; offers serv- 
ices to assist practitioners with involved 
problems; fee arrangement; will consider 
association leading to partnership. Box 630, 
New York C¢. P.A. 


Practice Wanted 
C.P.A., 40, Society member, own firm, has 
available $10,000 to $20,000 for purchase of 
practice, New York a and vicinity. 


30x 632, New York’ C.P-A 


CP.A ss Oot Society Member, “geeks several 
small clients, write-ups preferred. Confiden- 
tial. Please write for mutual benefit. Box 633, 


New York C.P.A. 


SITUATIONS ‘WANTED 


CLEA. 35. Society member ; ten years of 
heavily diversified experience, available for 
per diem work on a regular basis or for 
special engagements. Box 621, New York 


CP.A. 


C.P.A., age 45 wishes per diem arrangement, 
diversified experience, audits, taxes, investi- 
gations, etc. Box 623, New York, C.P.A. 











Cowrnotizn- TREASU RER who gets results. 
Will take charge of all accounting and finan- 
cial activities. Broad experience, large-scale 
operations, record of accomplishment, ability 
to deal with people, CPA, ATA, presently 
employed, married, mature, will relocate, 
salary $12,000. Box 624, New York C.P.A. 


C.P.A.—Society Member, Excellent Back- 
ground—desires position and/or partnership 
arrangement with overburdened practitioner. 


Box 625, New York C.P. A. 











CP.A., 15 years experience, seeks responsible 
position public or private accounting in 
Nassau, Suffolk or Queens county. Box 629 
New York C.P.A. 


C.P.A., Society member, 42, in practice 20 
years; seeks association with commercial firm 
as assistant to treasurer or controller. Salary 
open. 30x 631, New York C.P.A. 








CP. A.—Desires per diem several days per 
month—Long and varied experience. Box 634, 
New York C.P.A. 
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spend valu- 
able time reading 
hundreds of letters of application and 
interviewing many prospective appli- 
cants to secure the right employee? 


Licensee 


This has been our task for 
thousands of firms since 1939. 


Our interviewers are educated and 
experienced in the fields of personnel 
and accounting. 


e 
We do a professional job 
o) 
¢ COMPTROLLERS e BOOKKEEPERS 
¢ OFFICE MANAGERS Full Charge 
e ACCOUNTANTS Assistants 
C.P.A.’s e SECRETARIES 
Seniors, Semi-Srs. e STENOGRAPHERS 
Juniors e TYPISTS 
e EXECUTIVES ¢ CLERKS 





FOR PROMPT 





SERVICE, Wm. Schnuer 
Licensee 
Call: 
Shirley Schnuer 
Licensee 


“Serving Leading National Firms Since 1939” 


Defeudatle 


EMPLOYMENT AGENCY 
220 W. 42nd St. © New York 36 





615 
































CERTIFIED APPRAISALS 


Industrial Plants — Machinery 
Technical Experience Since 1916 
MODERN METHOD APPRAISALS 
Based Upon Current Market Values 

o———— 
INSURANCEeTAXESe¢ FINANCING 
ESTATES ¢ PARTNERSHIPS 


ENGINEERING and TECHNICAL 
ANALYSIS 
® 


DAVID NEEDLEMAN 


570 SEVENTH AVENUE 
NEW YORK CITY ~~ BRyant 9-5115 














Appraiser for 
Leading Industrial Finance Companies 





















JOHN R. BLADES 
INSURANCE ADVISER 
* 

Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD STREET NEWARK 2,N. J. 
Established 1926 




















APPRAISALS 


NATIONAL ORGANIZATION OF APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


BOSTON ATLANTA 
PHILADELPHIA ae CHICAGO 
PITTSBURGH NEW YORK, N. Y. ST. LOUIS 
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(Continued from page 613) 


ful if a student could get much of an idea of 
the content and arrangement of a set of 
working papers from the discussion. Nor is 
there further explanation in connection with 
the chapter on the audit report. 

The author was alert to the pronounce- 
ments of the American Institute of Account- 
ants and of the Securities and Exchange 
Commission. Wherever applicable, the rec- 
ommendations and requirements of those 
bodies are presented. Another helpful feature 
of the work are the descriptions of business 
procedures and practices. These are connected 
with the discussions of internal control and 
auditing methods. The reader thus gets the 
feeling that he is dealing with a “going con- 
cern,” not auditing static masses of inert 
data. Moreover, the author has had access to 
and made use of the staff manuals of ac- 
counting firms, which contributes to the prac- 
ticality and current authenticity of the 
material. 

In each grouping of procedures, the author 
gives the objects of the examination. The 
questions and cases set at the end of each 
chapter are designed to stimulate interesting 
discussion. They seldom call merely for the 
recital of a list of audit procedures. 

The chapter (19) on audit reports and 
certificates seems to be too brief. Little atten- 
tion is given to the handling of qualifications 
in the certificate. In the discussion of the 

‘long form” almost no space is devoted to 
analy ses of the statements. The illustration 
is largely an expansion of balance sheet data. 

The last five chapters are devoted to cer- 
tain special phases of auditing. They include 
the auditing of government contracts, the 
sales tax audit, and general and _ special 
aspects of internal auditing. While the mate- 
rial is authentic and interesting, it is not 
sufficiently detailed to add much to the use- 
fulness of the book. 

There are a few minor criticisms. The 
subject of materiality and significance 1s 
hardly mentioned, although it is a very im- 
portant one. The author does not bear down 
very hard on the subject of auditing s tand- 
ards. He might profitably have given them 
more space. Ony one case is cited in illustra- 
tion of legal liability proceeding from dis- 

regard of the standards. It may also be noted 
that in discussing several methods of account- 
ing for accounts payable, the built-up voucher 
procedure was not mentioned. 

The problem material is in a separate 140- 
page booklet. This also contains a number of 
questions and cases. A great many of these 
are taken from past A.I.A. examinations. 
There is no audit case which continues 
through the various procedures to the audit 
report. 

(Continued on page 617) 
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—DPullication pAAunouncement 


A STANDARD CLASSIFICATION 
OF MUNICIPAL ACCOUNTS 


By the NATIONAL COMMITTEE ON GOVERNMENTAL ACCOUNTING 


This is a new book which is a revision of the National Committee's earlier publication, 
A Standard Classification of Municipal Revenues and Expenditures. The latter publica- 
tion dealt solely with revenue and expenditure accounts and was limited to United 
States municipalities. The new book contains not only revised revenue and. expenditure 
account classifications, but also a recommended classification of balance sheet accounts 
with explanations. In addition, it also contains a classification of balance sheet accounts 
and revenue and expenditure accounts for Canadian municipalities. 


140 pages—Hard Bound—Price $3.00 
Order Your Copy Today 


MUNICIPAL FINANCE OFFICERS ASSOCIATION 


of the United States and Canada 


1313 East 60th Street Chicago 37, Illinois 
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\ study of this text should be helpful to Oliver Wendell Holmes, were aware of this 
in the categorical way frequently required on fact and made it their business to understand 
the C. P. A. examination. Details are not the principles of. accounting. Until about 
overlooked but, at the same time, are not 1940, however, many law schools continued 


belabored. to look with some disdain on accounting as 
Professor Meigs has produced a very satis- being a knowledge less important to law stu- 
factory book. The writing style is clear and dents than literature, languages and the other 
vital. The work is designed to give the stu- liberal arts. 
dent a comprehensive, coordinated view of the With the advent of the New Deal, and the 
auditing process. It should also prove valu- contemporaneous increase in the importance 
able to a practitioner. of taxation, securities regulation, and corpo- 
P : rate reorganizations, the law schools took a 
‘ : Wuttim I. CHILDs second look at the relationship between the 
Hofstra College _ two professions of accounting and law. They 
Hempstead, N. Y. quickly saw the great extent to which ac- 
counting principles and terminology pervaded 
Accounting and the Law those new areas and recalled with some shock 


) : - op hat accountin rinciples overlapped also 
By James L. Dohr, George C. Thompson be & P I : apt 
Wr: ~ Wr oe Oe into the older fields of trusts, labor law, 
and William C. Warren. WEstT PUBLISHING ; seagtse, ears ’ Ae 
. : ae . 000 D * public utilities, contracts, and even torts and 
Company, St. Paul, Minn., 1952. Pages: wees : ; ; } : 
xxvi + 965: $10.00 criminal law. Hurried surveys revealed an 
; ae * appalling inadequacy on the part of the aver- 
\t least since the time of the commercial age law student to comprehend the accounting 
renaissance in Italy, many legal rights have aspects of these areas, and a rush began to 


turned upon accounting records and account- add accounting courses to law pion. cur- 
ing rules. Some farsighted American lawyers _ ricula. 

of the past, such as Thomas Jefferson and (Continued on page 664) 

] 05232 When writing to advertiser kindly mention Tue New York Certirien Pustic ACCOUNTANT. 617 








SAVE MONEY FOR YOURSELF AND YOUR CLIENTS! 


AN “A. S. H.” EXCLUSIVE! 
GREEN TINT 


Easy-on-the-Eyes 


DOUBLE ENTRY LEDGER SHEETS 
“Tint-Ease’’ @ 


Watermarked #1 Grade 100% Sulphite 
Ledger Stock 
Form 2301 A « 914 x 117% 
Now, for the first time, “Tint-Ease’’@® can be 
offered for the same low prices as our regular 
Double Entry Ledger Sheets. 


= sheets ~ $ 1.08 3M sheets @ $10.20 
- $10.50 6M @ $ 9.90 


DELIVERY: NOV. Ist ° Sample sheets on request! 


W-2 FORMS FOR 1953 


5 PT. N. Y. STATE FORM 
WITH IBM CARD * 5 SETS TO A STRIP 





Imprinted 
100 $6.40 
200 9.35 
500 1: 16.55 
1M 22 25.80 
2M 4 48.40 





Also W-2 Envelopes Printed or Plain 
Write for Samples and Complete Price List 








WHITE 


DOUBLE ENTRY LEDGER SHEETS 


S.E. & M. Vernon 28 lb. Royal Ledger 
Form 301-A @ 9% x11% 





100 sheets -$ 1.08 
1M - $10.50 
3M @ $10.20 
6M @ $ 9.90 














A” GRADE POST BINDERS 


Sheet Size 9% x 11% @ Sectional Posts @ Olive Green 
Canvas @ Black Imitation Leather Corners 


HEAVY BINDERS BOARD 


TOPLOCK STYLE 


Operated by a 
positive locking 
safety catch slide- 
ing button. 





ENDLOCK #fEL7 

TOPLOCK sTL7 

BLACK TOPLOCK #TL7B 
6 @ $2.50 ea. 


omy °° cacn 


12 @ $2.35 ea. 

A-Z Indexes to fit these binders—89¢ per set 
Blank Tab Index, 6 positions—45¢ per set 
Write for our price on other size binders 








S. E. & M. Vernon 
COLUMNAR BOOKS 


150 Page 
#51—1414 x 11%4 
Single Page Form—2, 3, 4, 5, 6, 6 divided, 7, 8, 
Double Entry Ledger, & Record column rulings. 
Double Page Form—10, 12, 14, 16, 18 column 
rulings 
(B & P Equivalent No. 23; W. J. Equivalent No. S$ 299) 
Our price $3.45 
#52—13 x 1534 
Single Page Form—8, 10, 12, 14, 16 column rulings. 
Double Page Form—16, 18, 20, 24, 26, 30, 36 column 
rulings. 
(B & P Equivalent No. 25; W. J. Equivalent No. S$ 81) 
Our price $4.39 
#53—1055 x 81% 
Single Page Form—2, 3, 4, 5, 6, 6 divided, 7, col. rul. 
Also Record Og Entry Ledger, 2-42, 14-%. 
Double Page Form—8, 10, 12 column rulings. 
(B & P Equivalent No. 21; W. J. Equivalent No. $295) 
Our price $1.95 


LOOSE LEAF COLUMNAR SHEETS 


S. E. & M. VERNON 

Watermarked Byron Weston Blackstone Ledger 
25% Rag Content « 28 lb. Substance e Single & 
Double Pg. Forms 
R 12 LINE—9% x 11% « 30 numbered lines 
2 to 24 columns e $1.59 per 100 sheets $15.69 per M 
R 22 Line—11 x 14 « 37 numbered lines 
6 to 24 columns ¢ $2.45 per 100 sheets $23.75 per M 
R 24 LINE—11 x 17 e 37 numbered lines 
10 to 36 columns ¢ $2.59 per 100 sheets $24.90 per M 

Sample sheets on request! 





BUFF COLUMNAR PADS 


50 Sheets toa pad - 84x 14 - 2, 3, 4, 5, 6, 7 Columns 

Doz. 27«. ea. b Doz. @ 26¢.ea. 12 Doz. @ 25¢«. ea. 

Punched : C-C Holes to fit Standard Work Sheet 
acide 280 Per Doz. Extra 

17 x 14 Analysis Pads 

12, 13 & 14 Columns 

6 Doz. @ 47¢. ea. 12 Doz. @ 43e. ea. 

17 x 14 Work Sheet Pads 

Punched & Perforated - 12, 13 & 14 Columns 

Doz. 66¢.ea. 6 Doz. @ 63¢.ea. 12 Doz. @ 60c. ea. 

Sample sheets on request! 


Doz. 51. ea. 





FREE—Upon Request 
A Colorful 16 Page Christmas Card Catalog 
with a wide assortment of Business & Personal cards! 








TYPICAL "A. S.H.” 


STATIONERY VALUES! 


Employee Earnings Records 


Form 2222—4 Quarters on each side to fit 9% x 11% 
Standard Post Binder. 


$1.99 per C 


Form 1182—4 Quarters on each side to fit 11 x 8% 
Ring Binder. 

$1.75 per C 

Lower prices in quantity 

25% RAG, 9 LB. COCKLE ONION SKIN 

B%x ll 

l ream - $1.95 10 reams @ $1.90 20 reams @ $1.80 





CHARGE ACCOUNTS INVITED 
All merchandise is shipped FOB N.Y.C. East of 
Mississippi, we pay shipping charges on orders of 

$100 or more. 

May we quote on your printing? 

May we add your name to our mailing list, so you 
may receive our periodic mailings? 
Prices listed above are our NET prices! 


ACCOUNTANTS’ 


Le Me 


“Service for Accountants”’ 





25 W. 44th St., N.Y.36 © MUrray Hill 2-3350 





Lower price in quantity *« Somples on request 
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THE NEW YORK 
CERTIFIED PUBLIC ACCOUNTANT 


EMANUEL SAXE, Managing Editor 


The matters contained in this publication, unless otherwise stated, are the statements and 
opinions of the authors of the articles, and are not promulgations by the Society. 
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The Use of Statistics in Accounting Control 
By Rosert M. TRueEstoop, C.P.A.} 


It is the author’s thesis that it is incumbent upon accountants to 
explore the possibilities of adapting statistical techniques to 
accounting problems. Following a brief introduction, wherein some 
basic statistical concepts are established, the accounting areas sub- 
ject to statistical exploration are stated, the progress to date in the 
literature in this area is reviewed, and four case studies (sponsored 
by a study group which includes the author) are reported upon. 
The paper concludes with a statement of the strategy of the 
research underlying the case studies and a statement 
of six tentative conclusions. 
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1 The author is indebted to W. W. Cooper, R. M. Cyert, and R. W. Johnson for 
assistance and criticism in preparing this paper. Messrs. Cooper and Cyert are both on the 
faculty of the Graduate School of Industrial Administration, Carnegie Institute of Technol- 
ogy. Mr. Johnson is with Touche, Niven, Bailey & Smart. 

2 Fric L. Kohler, A Dictionary for Accountants, New York, Prentice-Hall, Inc. 
(1952), p. 9. This source should also be used for the definitions of statistical terms found 
elsewhere in this paper. 
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a procedure by which financial state- 
ments were prepared from prime ac- 
counting data. These financial state- 
ments became, in themselves, an inte- 
gral part of management control in the 
very broad sense. However, the most 
significant aspect of the development of 
accounting was that both accountants 
and management gradually became 
aware that it was possible to use certain 
routinely developed data as internal 
measurement and interpretive devices 
for control purposes. An example is 
supplied by the widely used analysis of 
standard cost variances. 

Today, accounting is fully recognized 
as a management control device. Man- 
agement depends upon accounting to 
provide current data in a fashion which 
not only discovers but also predicts 
trouble areas. As a matter of fact, cost 
accounting was one of the first genuine 
management control devices generated 
by the accounting profession. Even to- 
day, cost accounting is still probably the 
most important single control device 
used by management. Its status as one 
of the few systematic management con- 
trol devices which have been developed, 
gives cost accounting particular signifi- 
cance. 

\ccountants are continually faced 
with the responsibility of codifying and 
systematizing their present experience 
and practice. Accountants are also con- 
stantly moving forward in their search 
for new approaches and better tools 
with which to tackle management con 
trol problems. It will be contended 
herein that statistical methodology can 
give accounting much aid in this de- 
velopment. 


The Statistical Viewpoint 


Dr. W. G. Cochran, president of the 
\merican Statistical Association, re- 
cently remarked that he regarded the 
prime requisites of the statistical view- 
point in relation to business problems 
to be: (1) a critical attitude toward 
data, (2) the ability to look forward 


and (3) the ability to define problems 
clearly and to attack their solution 
logically.’ These attitudes are precisely 
those which are required of the creative 
accountant. It is true to say that statis- 
tics is nothing more than a methodol- 
ogy, or basic technique, for dealing with 
quantitative data. Since accountants 
work in the first instance with purely 
quantitative data, it seems reasonable 
that accounting should be able to draw 
most fruitfully from the methodology of 
statistics. 

Statistics as a methodology has con- 
tributed significantly to progress in 
many of the modern sciences and sev- 
eral of the professions, some of which 
deal to a lesser extent than accounting 
with quantitative data. or example, in 
the field of psychology, the better per- 
sonnel tests all incorporate statistical 
designs. In medicine, the widely pub- 
licized experiments with polio vaccines 
are based on statistical concepts. This 
is not to suggest that accountants 
should summarily substitute decisions 
based on mathematical formulations for 
decisions based on subjective judgment. 
Creative accountants should, however, 
develop and use whatever objective 
rules and devices are available as aids in 
the decision-making process and should 
reduce the areas in which purely sub- 
jective judgments are required. Ac- 
cordingly, it is incumbent upon ac- 
countants to explore the possibilities of 
adapting statistical techniques to ac- 
counting problems. 


Fundamental Statistical Concepts 


Although it is not the purpose of this 
paper to describe statistical techniques 
in any detail, the following simple illus- 
tration may serve to establish the mean- 
ing of a few basic statistical terms. 
Assume that 100,000 black and white 
balls are mixed in some unknown pro- 
portion in a bowl. The entire group of 
100,000 balls constitutes the universe, 
the total group of objects. If 400 balls 
are drawn from the bowl, these 400 


3 In remarks at a conference on Modern Statistical Methods for Business and Industr: 
at Carnegie Institute of Technology (April 30, 1953). 
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balls are a sample. If the 400 balls are 
drawn in such a way that each of the 
100,000 balls has the same chance of 
selection, the sample is called a random 
sample. A random sample is necessary 
in order that probability statements can 
be made about the universe on the basis 
of the sample. 

Assume further that 40 black and 360 
white balls are found in the random 
sample. On the basis of these facts, it 
can be said that the proportion of black 
balls in the universe ranges from 7 per 
cent to 13 per cent. This estimate has a 
95 per cent chance of being correct. 
These conclusions are based on the laws 
of probability, which are fundamental 
in statistics. 

The range, 7 per cent to 13 per cent. 
stated to be the probable limits of black 
balls in the universe, may be referred to 
as the precision of the estimate. The 
statement that the particular conclusion 
has a 95 per cent chance of being cor- 
rect relates to the statistical notion of 
risk. The user of this statement must 
risk being wrong 5 per cent of the time. 
It is important to know that both the 
precision and the risk in all such esti- 
mates can be measured and controlled 
to any desired degree. 

[f, in the above example, 100,000 ac- 
counts payable vouchers are substituted 
for the 100,000 balls, the underlying 
statistical concepts do not change. Ad- 
mittedly, in this analogy, the character- 
istics of the vouchers are much less 
readily measured than the color of the 
balls. Around this problem of definition 
lies a good deal of the difficulty in get- 
ting started at the business of applying 
statistics to accounting problems. 


Accounting Areas Subject to 
Statistical Exploration 


The accountant must have some ap- 
preciation of statistical methods and 
viewpoints, in a broad sense, before he 
can employ statistical techniques profit- 
ably. The following three points will 
furnish at least a rough indication of 


+ Richard B. Shartle, “How Scientific 


the types of problems and areas to 
which statistics may be most suitably 
adapted : 

1. Wherever masses of data are involved. 

2. When accounting data can be stated in 
quantitative terms. 

3. When conclusions based on measure- 
ment and interpretation of something 
less than 100 per cent of the data are 
acceptable. 

Given any of these characteristics, a 
particular accounting or control prob- 
lem should be reexamined in order to 
determine whether the statistical ap- 
proach would yield equal or better re- 
sults, in an economical fashion. 


SuMMARY OF ProcGrREss TO DATE 


In order to evaluate the potentialities 
of statistical applications to accounting, 
it may be helpful to present a brief sum- 
mary of progress which has been re- 
ported in the literature. Two examples 
will suffice—one from the field of statis- 
tical quality control and the other from 
the field of sample survey design. 


Statistical Quality Control 

Most industrial accountants are fa- 
miliar with statistical quality control 
techniques which have made spectacu- 
lar progress since the beginning of 
World War II. In essence, these tech- 
niques make possible the maintenance 
of specified levels of quality in manufac- 
turing processes, without 100 per cent 
inspection. Statistical quality control 
resulted from a systematic reassessment 
of an old problem. In this case, produc- 
tion adapted statistical methodology to 
its own purposes. There have been 
various attempts to carry over directly 
into the accounting control function the 
basic procedures and philosophies un- 
derlying statistical quality control 
methods. Accounting literature reports 
a number of successful applications 
which relate, in large part, to account- 
ing control in the detailed or mechanical 
sense. 

One such application by The Stand- 
ard Register Company has been re- 
ported by Richard B. Shartle.* Here 


Sampling Controls Accuracy in Invoicing,” 


Journal of Accountancy, Vol. 94, No. 2, pp. 167-171 (August, 1952). 
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an acceptance sampling plan, combined 
with a control chart, has supplanted a 
100 per cent inspection program for 
sales invoices. In this instance, the 
elimination of all errors was not con- 
sidered necessary. Rather, a sampling 
plan was devised to insure the discov- 
ery of a level of errors considered to be 
excessive. In order to maintain a satis- 
factory average quality level, it was 
necessary to specify: (1) the quality of 
work which would be acceptable, (2) 
the quality of work which would be un- 
acceptable and (3) the allowable risks. 

Mr. Shartle indicates a number of 
important advantages resulting from 
the introduction of this plan. Among 
these are a saving in verification time 
due to looking at fewer invoices, an im- 
provement in the quality of work be- 
cause of the visible control chart, a 
quicker indication of the nature and 
causes of error, greater confidence by 
supervisors in their workers, and the 
ability of management to tell at a glance 
the current quality level. “Finally,” 
Shartle notes, “there is also the possi- 
bility of savings due to methods or 
system improvements made as a result 
of investigating ‘out-of-control’ situa- 
tions appearing on the control chart.” 

Although the importance of statisti- 
cal quality control applications to the 
accounting area should not be mini- 
mized, a word of caution is necessary. 
The attributes of accounting data are, 
in many cases, much less easily meas- 
ured than physical characteristics of 
manufactured products. It is in order, 
therefore, to suggest that the mechani- 
cal carry-over of statistical quality con- 
trol techniques into accounting should 
be avoided. 


Sample Survey Design 

Scientific survey sampling also offers 
a rich field for exploitation. Practicing 
and industrial accountants examine 
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samples every day, quite deliberately. 
Characteristics of the sample are pro- 
jected into inferences about the uni- 
verse. Surprisingly enough, despite the 
accountant’s everyday recourse to sam- 
ples, he has made little use of statistical 
sampling. At least there is a dearth of 
published evidence regarding such 
adaptations. 

An application of survey sampling to 
the problem of the nation’s railroads 
has recently been reported. The alloca- 
tion of less-than-carload freight reve- 
nues among all the roads which partici- 
pate in transporting a given shipment 
has customarily been made on the basis 
of percentages developed many years 
ago. Where traffic patterns have 
changed, this practice could work sub- 
stantial hardships on some roads. In 
order to redetermine appropriate allo- 
cation percentages, it was found that a 
10 per cent sample of waybills provided 
a satisfactory substitute for a complete 
survey. 


RECENT EXPLORATIONS IN ACCOUNTING 
AREAS 


These above indications of progress 
are not intended to be complete, either 
in relation to areas or to cases. Per- 
sonal conversation and correspondence 
indicate that many people and firms are 
doing much more in the application of 
statistical procedures to accounting 
problems than is evidenced by the liter- 
ature. Publication of more cases and 
experiments in accounting or statistical 
journals would be helpful to persons 
working in this area. 

About a year ago, a working group® 
was set up quite informally in Pitts- 
burgh for the exploration of statistical 
applications to accounting and auditing. 
A good deal of preliminary effort was 
devoted by the group to mapping 
strategy and developing effective work- 
ing rules. Keeping in sight the main 


5 By Dr. C. West Churchman of Case Institute of Technology. See Business Week, 


pp. 96-98 (May 30, 1953). 


6 In addition to W. W. Cooper, R. M. Cyert, R. W. Johnson, and the author, this group 
includes Eric L. Kohler, consulting accountant of Chicago; David Rosenblatt, consulting 
statistician and professor of statistics at American University, Washington, D. C.; an 
Barry M. Rowles with The National Supply Company, Pittsburgh. 
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objective of bringing statistical methods 
to bear on the problems of accounting 
and audit control, the group decided to 
begin with relatively simple areas. 

A number of projects have been un- 
dertaken and these studies are being 
expanded as rapidly as time and re- 
sources permit. Study results to date 
have been encouraging. As of this time, 
a summary report and _ preliminary 
findings may be made on the following 
studies: (1) application of quality con- 
trol principles to standard cost vari- 
ance analysis, (2) use of survey sam- 
pling methods for determining “lifo” 
valuations, (3) adaptation of statistical 
methods to aging receivables, and (4) 
audit confirmation of accounts receiv- 
able. The first three studies will be 
briefly reported on in immediately suc- 
ceeding paragraphs. The fourth study 
will be reported on following general 
comments relating to application of sta- 
tistics in the auditing field. 


Study No. 1: Labor Efficiency 
Reports 


This study considered the problem of 
interpreting labor efficiency reports in 
a plant having many cost centers. In 
the particular plant studied, the method 
of presentation consisted of issuance of 
a daily tabular report, showing the pre- 
vious day’s efficiency and the average 
efficiency for the month to date. It was 
hoped that such reports would provide 
the basis for prompt supervisory action. 
For a variety of reasons, however, the 
reports did not serve this purpose. 
Most important among these reasons 
was the supervisors’ difficulty in evalu- 
ating the significance of variations in 
efficiency from day to day. 

As an experiment, the daily percent- 
ages for a three-month period were 
plotted on a control chart, using limits 
based on past experience. Management 
officials, from the foreman level up, 
have expressed themselves as seeing 
much more value in this form of presen- 


tation. Not only does the chart indicate 
out-of-control points which should be 
investigated, but it may also predict im- 
pending problems. Although experience 
with this reporting technique has not 
continued long enough for any definite 
conclusion to be drawn, company man- 
agement is presently convinced of its 
usefulness. Since the chart clearly dis- 
tinguishes between random variations 
and out-of-control conditions, investi- 
gative effort can be confined to those 
circumstances warranting attention. 

In this study, no new accounting or 
statistical techniques were used. An old 
and routine problem was re-explored. 
A device was found by which, within 
established limits of error, random fluc- 
tuations can be distinguished from 
causal problems. Based on this ap- 
proach, accounting control is given a 
new significance.’ There is, indeed, 
reason to believe that control chart 
methods and principles can be extended 
into the broad area of management 
control. 


Study No. 2: Dollar-Value 
“Lifo” Indexes 


A fairly well-developed experiment 
can be reported in the survey sampling 
area, in relation to a nation-wide in- 
ventory of some 250,000 individual 
items. A reliable index for purposes of 
determining “lifo” valuations under a 
dollar-value technique was required. 
The first sample developed as a solution 
for this large-scale clerical problem re- 
quired selection of 25 per cent of the 
items, representing 55 per cent of the 
dollars of total inventory involved. The 
resulting index is statistically estimated 
to be within 0.25 per cent of the true 
universe index, 95 per cent of the time. 
Further refinement of the statistical 
methods used indicates that this index 
can be obtained with the same precision 
and risk, based on only 4 per cent of the 


7 For a somewhat similar application relating to scrap yields, see C. E. Noble, “Cost 


Accounting Potentials of Statistical Methods,” N.A.C.A, Bulletin, pp. 1470-1478 (August, 
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DO 5s 


623 








The New York Certified Public Accountant 


items, representing 25 per cent of the 
dollar value. 

In this case, preliminary applications 
of statistical methods to an accounting 
problem provided, with accounting 
guidance, a reduction in the amount of 
data required to achieve stated objec- 
tives. Further, combined accounting 
and statistical analyses now point the 
way to still further reductions. More 
important, perhaps, than the direct 
study results reported here is that, once 
the index was developed for the isolated 
purpose of “lifo” valuations, the com- 
pany involved found numerous collater- 
al uses for the same index or for other 
indexes readily developed from the 
basic sample data. 


Study No. 3: Aging of Accounts 

Receivable 

The aging of accounts receivable bal- 
ances, a project which is annually un- 
dertaken for both auditing and internal 
management purposes, is also under 
study. The specific firm involved car- 
ries more than 100,000 individual ac- 
counts receivable. These receivables 
are homogeneous in nature. 

The current practice involved in mak- 
ing the annual aging survey is to select 
a judgment sample from each of several 
categories of accounts. An estimate of 
the age class proportions in each cate- 
gory is obtained and this estimate is ap- 
plied to the respective class totals. Loss 
expectancy rates, based on experience, 
are then applied to each age class total 
in order to determine bad debt reserve 
requirements. Several properties of the 
present aging procedure are subject to 
question: (1) the precision and risk 
which attach to the estimates of the age 
class proportions, (2) the extent to 
which the sample size used satisfies the 
accountant’s subjective notion of proper 
precision and risk, and (3) the eff- 
ciency of the present plan in obtaining 
the information required for estimating 
the total bad debt reserve. Tentative 
results indicate that this area is a fruit- 
ful one for the application of statistical 
techniques. On the basis of statistical 
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tests made with respect to historical 
data, it has been tentatively concluded 
that treating receivables by category is 
unnecessary in this case. Elimination 
of this segregation can result in con- 
siderable cost saving, even if there is no 
reduction in total sample size. The sec- 
ond preliminary conclusion is that the 
sample size currently used provides 
precision for a given risk which is ap- 
parently much tighter than needed in 
the particular circumstances. Thus, a 
reduction in the absolute size of the 
sample seems quite probable. 

Even if no efficiency improvements 
result from using statistical sample de- 
sign in the approach to this aging prob- 
lem, a substantial gain has been realized 
by establishing the precision and risk 
factors taken in the past and by com- 
paring these factors with what are 
subjectively regarded as being reason- 
able criteria. Accordingly, the accuracy 
as well as the limitations of the reserve 
requirement calculations, will be more 
explicitly known. 


INVESTIGATING STATISTICAL 
APPLICATIONS TO AUDITING 

The area of audit, internal and exter- 
nal, must be regarded as an important 
part of accounting control. Industrial 
accountants, as well as auditors, are 
continuously appraising and drawing 
conclusions from basic accounting data. 
Statistical methodology is of great po- 
tential usefulness in this area. Ultimate 
progress in the field of statistical ap- 
plications to auditing will, therefore, 
be of as much concern and interest to 
industrial accountants as it is to audi- 
tors. Some work on the application of 
statistics to auditing has been reported 
in the literature, but genuinely prac- 
tical solutions to significant auditing 
problems have not yet appeared. 

Auditing tests are made for two 


purposes 4 
1. To establish the bona fides of an ac- 
count. 


2. To infer from sample evidence the ef- 
fectiveness of the operation of the in- 
ternal control system. 

The difference in these approaches may 
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be illustrated by reference to accounts 
receivable. It is relatively easy for the 
auditor to say that he is establishing the 
bona fides of accounts receivable by 
confirming a sample of accounts receiv- 
able balances. On the other hand, it is 
inappropriate to expect that the usual 
detailed tests of transactions necessarily 
establish the bona fides of balance sheet 
accounts. Accordingly, at least in large 
part, the auditor must, on logical 
grounds, realize that nearly all of his 
tests, including confirmation, actually 
represent a challenging of the operation 
of the internal control system. 

Noting this audit philosophy, the 
auditor must concern himself with ap- 
praising each exception uncovered in 
the audit process in terms of its impli- 
cations with respect to the operation of 
the internal control system. Indicated 
audit exceptions thereby become simply 
“clueing’’ devices in relation to the total 
system of internal control, and the audi- 
tor should relate exceptions located in 
one series of tests to exceptions located 
in other related series of tests. 

Full exploration of the application 
of statistical methods to audit review of 
internal control systems will require re- 
course to a variety of statistical tech- 
niques. In fact, it is likely that modifi- 
cation and development of new statis- 
tical methods will also be required. 
Only a start has been made on this 
problem. 


Study No. 4: Confirmation of 

Accounts Receivable 

The audit area study relates to ac- 
counts receivable confirmation in a sit- 
uation involving a large and homo- 
geneous universe. Confirmation results 
for the past three years have been ex- 
amined and appraised from the stand- 
point of the appropriate statistical 
measures. The maximum proportion 
of accounts in error, in any one of the 
three years studied, was computed as 
1.7 per cent of the total accounts, with 
a risk of being wrong only 13 times in 
10,000. Interestingly enough, it has 
been established that the same precision 
and risk could have been achieved by 
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using a simple random sample roughly 
25 per cent as large as the sample ac- 
tually used. 

In making this appraisal, past prac- 
tices involved in both sample selection 
and auditing procedures were chal- 
lenged. Quite apart from the indicated 
reduction in sample size, it was found 
that certain detailed auditing notions, 
previously followed explicitly, were not 
actually required. As a result of this 
study, a new sample design was formu- 
lated and has been tried. Preliminary 
results indicate that the new sample 
design will provide equally reliable in- 
formation more efficiently. 

The final phase of this study concerns 
the use of confirmation replies as inter- 
nal control “clueing” devices, the inter- 
relationships of audit exceptions in 
different series of tests, and the weight- 
ing of the seriousness of the various 
exceptions. These considerations are 
the most difficult of all but probably 
will be the most fruitful and important. 


STRATEGY OF RESEARCH AND SOME 
TENTATIVE GENERALIZATIONS 

The research from which the above 

studies have evolved is being conducted 
in accordance with the following 
principles : 

1. The attack on the question of statistical 
applications to accounting is being made 
in specific areas where such applications 
seem most feasible and most needed. 
This method is essentially a case study 
approach using live data. 


bo 


Collaboration between disciplines is re- 
garded as being especially important. A 
certain division of labor is, however, ap- 
propriate. Upon the accountant falls the 
responsibility for selecting the specific 
studies to be made. Beyond this, the 
accountant must be willing to work 
closely with the statistician in stating 
and clarifying objectives. The statisti- 
cian carries the responsibility of under- 
standing the accountant’s objectives in 
relation to each problem and of develop- 
ing suitable statistical techniques for 
their solution. 


~~ 


A team approach is required. All parties 
must be willing to develop the necessary 
understanding of each other’s problems 
and points of view. Each must proceed 
far enough into the fundamentals of the 
other’s discipline to develop a common 
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language, which is a necessary forerun- 
ner of that understanding. 

4. Statistical techniques found suitable in 
other areas should not be accepted 
blindly. Time will be saved when exist- 
ing statistical methods can be applied 
directly. However, it is anticipated that 
statistical techniques peculiar to ac- 
counting will ultimately be developed. 

5. It is unwise to supplant satisfactorily 
performing accounting devices by sta- 
tistical approaches, simply because of the 
exhilaration of experimentation and po- 
tential change. The research objective is 
improvement, not displacement, of ac- 
counting techniques. 


The work of the group in exploring 
the usefulness of statistics in accounting 
and auditing problems has passed the 
talking stage, is in the action stage, but 
has not yet reached the point of stating 
final, substantive conclusions. None- 
theless, the following tentative conclu- 
sions can be presented : 


1. The efficiency of sampling procedures 
can be improved by utilizing modern 
statistical principles, as distinguished 
from the more usual subjective proce- 
dures for sample selection. Incorpora- 
tion of statistical principles in sample 
selection permits objective precision and 
risk determination and control in sample 
results. 

2. In the audit area particularly, it is es- 
sential that indicated exceptions be 
thoroughly investigated to determine 
their implications with respect to the 
operation of the system of internal con- 
trol. 
In present practice, much accounting 
data is considered in a largely qualita- 
tive fashion. Use of statistical method- 
ology requires quantitative characteriza- 
tion of all information in: the manner of 
yes or no, 0 or 1. It may well be that 
such quantification can be applied to 
certain accounting areas in which sub- 
jective analyses have heretofore been 
considered unavoidable. 
4. To the extent that the number of items 
examined is reduced by use of statistical 
procedures, relatively greater efforts can 
be economically directed toward the 
improvement of data measurement and 
interpretation. 
Use of scientific sampling techniques 
may well increase the sample sizes pres- 
ently used, in certain cases. It is in- 
cumbent upon the accountant, in such 
cases, to re-examine his position and to 
reach conclusions concerning the neces- 
sary balance between acceptable risk and 
reasonable cost. 
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6. Whenever a sample is used in account- 
ing today, the risk of making a mate- 
rially incorrect inference about the uni- 
verse is present. Hence, it is important 
that = presently taken be objectively 
measured. From the evaluation of pres- 
ent risks, it should be possible ultimately 
to define more or less standard precision 
and risk requirements appr opriate to 

various classes of accounting or audit- 

ing decisions. 
Many of the above findings have been 
generated by exploration of the audit 
area. It is significant, however, that the 
considerations underlying these tenta- 
tive conclusions relate equally to all 
other areas of accounting control. 

The group presently working in 
Pittsburgh regards the adaptation of sta- 
tistics to accounting and auditing as an 
evolving process. Starts must be made 
in many isolated areas. The momentum 
so developed must then be relied upon 
to point the way to broader and more 
intensive applications. Developments of 
significance will come in due course but, 
probably, only after many initial proj- 
ects have been tried and abandoned. 
In this development process, present 
practices of accountants and auditors 
will be subjected to a healthy challenge. 

The entire problem of adapting basic 
statistical methodology to accounting 
control lies ahead: To attack and satis- 
factorily resolve a problem of these di- 
mensions will involve creative use of 
the resources of both professions. In 
part, the attack will have to come at the 
level of fundamental research. In part 
the attack will come, piecemeal, at the 
level of practical expediency. It is well, 
therefore, to recognize the limitations 
as well as the resources of both disci- 
plines. Accountants are not going to 
establish statistical techniques. Statis- 
ticians are not going to solve accounting 
problems. Collaborative efforts  be- 
tween the two disciplines will be requir- 
ed. Progress has been made in particu- 
lar areas, but more work must be done 
by more people. It is to be hoped that 
practicing and industrial accountants 
will rise to the challenge which the task 
presents. 
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Prosecution of Business Frauds 


by the District Attorney 


By Josep M. Gasarcu, C.P.A. 


This authoritative article discusses the role of the District Attorney 
in the prosecution of business frauds, and how the creditors’ 
accountant may aid him in that phase of his work. 


‘TB intricacies of finance in a metro- 
politan center offer opportunities 
for a wide variety of chicanery to those 
interested in capturing the allegedly 
“easy dollar.” The methods employed 
are sometimes subtle; at other times 
they are so transparent that they chal- 
lenge the credulity of theaverage person. 
Confidence men and salesmen of gold 
bricks still attempt to carry on their 
nefarious trade and the unwary and 
gullible are frequently victimized. The 
District Attorney is concerned with 
these matters—but they are only a 
segment of the wide variety of commer- 
cial crimes which come to his attention, 
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among which are frauds affecting insol- 
vent debtors and their creditors. 

The office of the District Attorney 
of New York County is particularly 
well equipped to combat effectively 
these swindles, many of which require 
long and complicated investigations. A 
Frauds Bureau, manned by approxi- 
mately 10 Assistant District Attorneys, 
and an Accounting Bureau staffed by 
Certified Public Accountants experi- 
enced in the complexities of investiga- 
ting and prosecuting financial frauds, 
are well established arms of this office. 

Matters involving financial loss resul- 
ting from criminal acts are brought to 
the attention of the prosecutor in a 
variety of ways. The facts warranting 
criminal action are often discovered 
and explored by the creditors’ account- 
tant in the course of his investigation 
into the affairs of an insolvent debtor. 
At other times, business misdeeds have 
come to the District Attorney’s atten- 
tion by virtue of the victim’s complaint. 
And in still other instances, the machin- 
ery of investigation and prosecution is 
set in motion on the District Attorney’s 
own initiative. 

Careful investigation in cases of in- 
solvency has often shown instances 
where the debtor himself had been so 
victimized that bankruptcy resulted. In 
other cases, the insolvent debtor was 
the suspected wrongdoer. In either 
event, the District Attorney, as well as 
creditors, is vitally concerned. 

I doubt whether any accountant is 
sufficiently qualified as a crystalgazer 
to predict the results of his inquiry at 
the time he begins his inspection of the 
books and records of any insolvent 
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debtor. He can scarcely foretell with 
any degree of certainty whether his 
examination will disclose any wrong- 
doing. He must, therefore, proceed 
with his work so that he will be pre- 
pared to cope with any eventuality. The 
accountant must so perform his services 
that, in the event criminal action is war- 
ranted, there would readily be available 
to counsel and the appropriate authori- 
ties, the required data in the most com- 
prehensive form, supported by the 
available evidentiary material. 

There are many pertinent sections 
of the Penal Law of the State of New 
York, which might apply to a fraud 
against creditors—notably the crimes 
of larceny , issuing a false financial 
statement, and forgery through books 
of account or their destruction or altera- 
tion. It is therefore quite apparent that 
the District Attorney is armed with 
substantial weapons in his constant war 
on business frauds. 

In the event that counsel for the 
creditors believes that the debtor has 
committed a fraud, creditors may pro- 
ceed against the criminal directly 
through the Magistrate’s Court, or 
their counsel may arrange for an ap- 
pointment with the Frauds Bureau of 
the prosecutor’s office. In my opinion, 
the latter course is often to be prefer- 
red, for the experts in the District 
Attorney’s office are ready to extend 
the benefit of their specialized experi- 
ence, review the facts and discuss the 
most feasible course of action. A far 
more effective prosecution (if one is 
warranted ) can then be realized,for the 
prosecutor will have had an opportuni- 
ty to analyze the merits of the complaint 
hefore any precipitous action is taken 
by the creditors. 


Preliminary Procedure in the 
District Attorney’s Office 


At the initial conference with an As- 
sistant District Attorney and a member 
of the prosecutor’s accounting staff, 
there should also be present counsel 
and the accountant for the creditors 
who should come prepared to discuss 
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all of the facts within their knowledge. 
A copy of the accountant’s report, his 
worksheets and other supporting ancl 
pertinent data should be available at 
that time. During this meeting the facts 
will be explored and evaluated from the 
standpoint of the requirements of the 
Penal Law. Further meetings may be 
necessary so that all of the data in the 
possession of the complainant and his 
accountant may be analyzed and studied. 

Having decided that a basis for a 
criminal prosecution exists, the prose- 
cutor will request that the necessary 
hooks and records be turned over to 
him. In many instances further investi- 
gation will be indicated. These inves- 
tigations will generally be conducted by 
the prosecutor’s staff, who will also line 
up the evidence, so as to make possible 
an intelligent presentation of specific 
facts to the Grand Jury—for there can- 
not be a prosecution in general terms. 
The charges must be definite as to the 
nature of the crime, the date when it 
occurred, and the identity of the person 
or persons responsible. 

If the Grand Jury, after considering 
only legally sufficient and competent 
proof, finds that a misdemeanor has 
heen committed, then it will vote an 
information; or if the crime charged is 
a felony, an indictment will be handed 
up. The defendants will thereafter be 
arrested and the case set for trial. 

The prosecutor’s work at this point 
is far from finished. Preparation for 
trial must be complete and painstaking. 
Further investigation is sometimes re- 
quired, witnesses must be interviewed 
and, in many instances, frequent con- 
ferences with the complainant and his 
accountant are necessitated. 


The Role of the Accountant 
Oftentimes, the success of a prose- 
cution will depend upon the nature and 
quality of the accountant’s work during 
the period before any criminal com- 
plaint was made. The accountant, in 
the course of his examination, should 
constantly bear in mind the possibility 
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that criminal action or other legal steps 
might become necessary. He should 
therefore use extreme caution in the 
manner in which he handles books and 
papers of the debtor and others. He 
should note the circumstances under 
which he examined them, from whom 
he received them, and the condition of 
the records when first made available 
to him. Of course, a complete inventory 
of all records should be prepared. It 
is particularly important that no audit 
marks, or writing of any sort be made 
in the debtor’s books. This will avoid 
unnecessary explanations at the time 
the records are offered in evidence in 
any legal proceeding. A complete record 
should be kept of the identity and ad- 
dress of all employees and the nature of 
the duties of each one, so as to establish 
responsibility for book entries or other 
acts. 

The evidence must always be care- 
fully preserved and kept under the con- 
trol of a responsible person. Work- 
sheets should be complete and accurate, 
for in-the absence of original records 
and under certain specific circumstan- 
ces the accountant’s worksheets may be 
admitted in evidence. Subsidiary re- 
cords such as shipping receipts, receiv- 
ing records, work tickets, inventory 
records, cost records, check books and 
other documents and papers should be 
guarded as carefully as the regular 
books of account. 

If, during the course of the examina- 
tion, discussions were held between the 
accountant and the debtor or his rep- 
resentatives, full notes of these conver- 
sations should be made. It is often im- 
portant to determine whether the debtor 
had any familiarity’ with the books, 
records, accounts, and any financial 
statements which may have been pre- 
pared. 

The mere fact that a person is an offi- 
cer of a corporation does not make him 
chargeable with actual knowledge of its 
business transactions or of the entries 
made in its books of account. There 
must be proof that the defendant had 
actual knowledge of the entries con- 
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tained in the books or that he author- 
ized them or caused them to be made. 
The importance of establishing the 
relationship of the debtor to his books 
of account was pointed up in People \ 
Burnham, 120 A.D. 388 (1907), which 
reversed a conviction for grand larceny 
against an officer of a corporation. The 
higher court held that the trial judge 
was in error when he admitted in evi- 
dence corporate books with which the 
defendant had nothing to do and of 
which he had no knowledge. The court 
“9 1 1CAa 3290 . 
said, on page 389: 

Mere proof that the defendant was 
an officer of the corporation did not justify 
the court in admitting all the books of the 
corporation as evidence against him in a 
criminal proceeding without proof of fur- 
ther connection of the defendant with the 
books or entries.” 


The accountant’s report must be 
factual and should avoid speculation. 
He must be certain of his facts and 
avoid any ill-considered charges or 
accusations. Any conclusion that may 
be drawn should be based on books and 
records which will be admissible in evi- 
dence or on other evidentiary matter 
All accounting schedules should be 
meaningful and prepared in such fash- 
ion that a layman may understand their 
significance. Wherever possible, the 
source of the data contained in these 
schedules should be indicated. 

Summaries of voluminous account- 
ing records in the form of schedules 
are generally admissable in evidence, 
if the records from which they were 
prepared have been marked in evidence : 
but before that can be done, proof of 
the records’ authenticity and identity 
must be established. It is for this reason 
that the accountant must discover all 
that he can about the nature of the debt- 
or’s records and the identity of the 
employees and other personnel associ- 
ated with him in his business. 


The Role of the District Attorney’s 
Office 
The importance of laying a proper 
foundation for the admission in evidence 
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of books of account is set forth in an 
Appellate Division decision (People v. 
Semenga, 221 A.D. 79 (1927). In that 
case the court reversed a conviction for 
a violation of Section 1293b—the issu- 
ance of a false financial statement. The 
trial court had admitted book entries 
of creditors in evidence for the purpose 
of establishing the liabilities of the 
debtor at the date of the financial state- 
ment. The higher court ruled that such 
evidence was improperly introduced, 
since there was no preliminary proof 
or a proper foundation laid for the ad- 
mission of these books. 

The defendant in the case cited was 
in the retail paint business. In a state- 
ment to a credit association he set forth 
that his accounts payable were $5,100. 
lLater investigation developed that this 
liability actually totalled $7,901. Five 
witnesses representing wholesale paint 
dealers testified that at the date of the 
statement the defendant owed their em- 
ployers sums totaling more than $5,100. 
rhe court said, on pages 80 and 81: 

_ “No person was called who knew the 

facts with reference to these transactions. 

[he proof was made through the medium 

of book entries. There was no foundation 

laid for the use of these books either to 
refresh the recollection of the witnesses as 
to transactions in which they had partici- 
pated, or to introduce the books as evidence 

of the debts themselves. .. . 

“A book entry is not proof if better proof 
can be had. Although it is not possible to 
prove the existence of the fact except by 
a book entry recording it, it is still no proof 
unless it is first shown to be reliable, trust- 
worthy and probably true by evidence other 
than the record itself which lays the foun- 
dation for its acceptance. 

“The use of book entries as primary evi- 
dence is made competent where they are 
shown to have been made wtih such auto- 
matic regularity and truthfulness by the 
accountants who kept them or who made 
the entries as to indicate verity in them- 
selves. eat 

“The proof therefore lacked the neces- 
sary foundation in these respects. It was 
not shown that direct evidence of the trans- 
actions resulting in the debts could not be 
produced.. No testimony was had as to 
when the book entries were made nor as 
to how the book entries which were offered 
in evidence were compiled. They were not 
shown to have been kept in the regular 
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course of business according to any adopted 
system. The books were not shown to 
have been original entry books and may 
have been transcripts of others. There was 
no proof that any of the goods, the subject 
of the debts, were ever ordered or deliv- 
ered, or that they were or the value 
fixed, or that there was any agreement 
about the prices charged by the entries. 

That the books were reliable and probably 

correct was not shown by any person who 

ever settled according to their terms.” 

This case, in addition, points up the 
importance of preserving auxiliary rec- 
ords from which entries in books of 
account are made. 

It might be mentioned, in passing, 
that in a situation such as is described 
in the Semenza case, the District Attor- 
ney would investigate and collect the 
evidence necessary to establish the falsi- 
ty of the statement. In many instances, 
facts important to the prosecution can- 
not readily be obtained by the com- 
plainants, but can only be established 
through the prosecutor’s own investi- 
gation. 

The District Attorney cannot pro- 
ceed on mere surmise and suspicion. 
Reasonable suspicion, or belief that a 
crime has been committed, will afford a 
basis for the prosecutor and his accoun- 
tants to pursue all avenues of investi- 
gation and track down all leads. It 
should be remembered that a criminal 
case requires a higher degree of proof 
than a civil action, where the plaintiff 
can succeed with a preponderance of 
evidence. In a criminal case the guilt of 
a defendant must be established beyond 
a reasonable doubt. 

Suspicion is sometimes cast against 
a debtor when the accountant discovers 
variations or shortages of inventory 
predicated upon an application of the 
gross profit percentage test or other 
theoretical accounting method. In the 
absence of clear concrete proof as to 
variations between the represented in- 
ventory and the actual inventory, 2 
charge of larceny or the issuance of a 
false financial statement or other crime, 
based upon such proof alone, cannot 
be supported for it is based generall 
on surmise. Many factors can conceiv- 
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ably exist that would destroy the valid- 
ity of the accountant’s hypothesis. 

The prosecutor cannot proceed based 
on some suspicious facts and then relax 
and require the defendant to offer an 
explanation of his innocence. The 
burden is completely and entirely on 
the prosecution; the defense has no 
duty to explain away the case. 

Delay in proceeding with a complaint 
is sometimes fatal to a successful prose- 
cution. I recall a case which came to the 
attention of the District Attorney about 
two weeks before the expiration of the 
Statute of Limitations. The debtor was 
alleged to have issued a false financial 
statement. He maintained that he knew 
nothing of the contents of the statement, 
that it had been prepared by his account- 
ant, and that he had signed it reiying 
completely on his accountant’s veracity. 
This could not be disputed, since the 
debtor’s accountant had died a short 
time before creditors made a complaint 
to the District Attorney. The Grand 
Jury refused to indict. It is of course 
quite clear that had timely action been 
taken, the facts in this case could have 
been properly resolved. 

This illustration also serves to de- 
monstrate the importance of establish- 
ing whether or not the debtor had any 
familiarity with his records and wheth- 
er or not he was cognizant of the facts 
set forth in any financial statement. 

Once counsel for the creditors is 
satisfied that a complaint to the Dist- 
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rict Attorney is warranted, that com- 
plaint should be made as soon as possi- 
ble. Any delay works only to the advan- 
tage of the defendant. Bear in mind that 
the Statute of Limitations for misde- 
meanors is only two years. Trails and 
memories grow cold, witnesses may be- 
come unavailable, and essential records 
may be lost or destroyed. 

The success of a prosecution for a 
business fraud will often depend on the 
promptness with which action is taken 
and on the care and professional skill 
of the accountant. Without the aid of 
the vigilant, conscientious and scrupu- 
lous accountant, law enforcement agents 
at times cannot hope to succeed. 
As accountants, we have long been in 
the front lines in the battle against 
business frauds. We must maintain that 
position, and even gain ground; for our 
profession is particularly well qualified, 
by virtue of our education and experi- 
ence, to aid the business community 
in ridding itself of the vultures who 
prey on our economy and who bring 
fear and financial disaster to innocent 
victims. 

The District Attorney’s office is fully 
prepared and ready to act promptly and 
vigorously. We have a duty, not only as. 
citizens, but as members of an honora- 
ble profession, to cooperate fully with: 
the authorities so that wrongdoers may 
take heed that their crimes will not go, 
unpunished. 


OW 


AN ADIRONDACK VIEW 


Color. When the mountains are white it is Winter. When they are light shades of 
green it is Spring. When these greens are darker it is Summer. And when they are 


flaming reds and yellows it is Fall. 


Nature uses color for its work. We could use color much more than we do. Are 
we independent or are we slaves to the red and black typewriter ribbon? Do you use 
green only for audit ticks? Have you put an oil painting in your office lately? Do you 
use color as part of your accounting system work? 


Man alive! Now those dull and drab gray report covers of mine will have to be 
replaced with ones that are a nice strong shade of blue. 


LEonNARD HouGHTON 
“Adirondack Chapter” 
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Retention Order of the Accountant 1n 


Insolvencies and Bankruptcies and 


Petition 


By Haron S. GEvp, 


for Compensation 


C.P.A. and IrvING GOLDBERGER, C.P.A. 


This paper indicates the manner in which accountants may be duly 

retained in the various types of bankruptcy proceedings, how the 

scope of their work therein is defined, and how their compensation 
therefor is protected. 


Introduction 

For purposes of this paper, we will 
limit our comments to their applica- 
bility under the United States Bank- 
ruptcy Act, as administered in the 
Southern District of New York. This 
Act encompasses the various types of 
bankruptcy proceedings of which Chap- 
ters | through VII (pertaining to Ordi- 
nary Bankruptcy), Chapter X (Corpo- 
rate Reorganizations ), and Chapter XI 
(Petition for Arrangement) are the 
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most frequently encountered by ac- 
countants. 

When proceedings are instituted by 
or against a debtor under any of these 
chapters, all matters pertaining to the 
affairs of the debtor immediately come 
under the jurisdiction of the courts, and 
from that time, the accountant, as well 
as Other interested parties, must com- 
ply strictly with regulations and re- 
quirements as outlined in the afore- 
mentioned Bankruptcy Act. 


Petition for Appointment 
of Accountants 


For the accountant to obtain an en- 
gagement in connection with proceed- 
ings under the Bankruptcy Act, a 
petition for appointment of accountants 
must be filed by the Trustee or Re- 
ceiver in Bankruptcy or the Debtor-in- 
Possession, as the case may be, with the 
Referee-in-Bankruptcy of the United 
States District Court having jurisdic- 
tion. Such petition, when filed by either 
of the aforementioned parties usually 
contains the following information: 

a) Facts surrounding the particular 
case. 

b) Reasons why an 
services are required. 


accountant’s 


c) Name and address of proposed 
accountant. 
d) A statement to the effect that the 


designated accountant is qualified 
to render the required services. 
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Retention Order of the Accountant in Insolvencies and Bankruptcies 


‘The next step, before proceeding with 
the engagement, is to obtain an authori- 
zation from the Court. This is accom- 
plished through the medium of the 
Order for Retention. 


The Order for Retention 


In engagements of this type, it is im- 
perative that the accountant should not 
proceed before the issuance of a court 
order authorizing his retention. Any 
work performed prior to such authori- 
zation will not be recognized by the 
Court when fees are reviewed. It should 
be borne in mind, however, that mere 
possession of a court order is no guar- 
antee that payment will be forthcoming. 
Realizable assets sufficient to provide 
the necessary funds must be available 
in the estate of the debtor, and the ulti- 
mate fee is subject to approval by the 
Court. 

To obtain a court order, the attor- 
nevs for the Debtor-in-Possession or 
the Trustee or Receiver in Bankruptcy 
must present a letter from the account- 
ant, who should undertake an initial 
survey of the debtor’s books, records 
and affairs, so that he can prepare the 
letter intelligently. This letter should 
he addressed to the Trustee or Receiver 
in Bankruptcy or the Debtor-in-Posses- 
sion, as the case may be, in affidavit 
form, and should contain the following 
information : 


a) The accountant’s name, business 
address, his professional qualifi- 
cations, and, to the best of his 
knowledge, his relationship to, or 
business association with, any at- 
torney, creditor, the bankrupt or 
debtor, or any other party to the 
proceedings. 


Whether he has already rendered 
any service as an accountant to 
the bankrupt, receiver or trustee ; 
the extent thereof, and whether 
or not he is a creditor of the 
estate. 

Finally, the letter should contain 
an outline covering the nature 
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and extent of the services that he 
proposes to render, his estimated 
fee therefor, and the basis for 
such estimate. Where the ac- 
countant has previously rendered 
services to the debtor, he should 
also state the extent of his famili- 
arity with the books, records and 
affairs of the debtor. 


After receipt of this letter, the attor- 
ney for the Trustee or Receiver in 
Bankruptcy or for the Debtor-in- 
Possession will prepare and submit to 
the Court, for its approval, an order for 
retention of the accountant in which he 
will incorporate the information con- 
tained in the affidavit submitted to him 
by the accountant. If the Court ap- 
proves the retention of the accountant, 
it will enter the order, confirming the 
scope of the services to be performed, 
and the maximum compensation to be 
allowed for such services. 

After the order is entered, the ac- 
countant should review the scope of his 
audit as contained in an entered copy 
of such order. This is extremely im- 
portant because occasionally the Court 
will instruct the attorney for the Trus- 
tee to make changes in the order sub- 
mitted for the retention of the account- 
ant, which will affect the scope of the 
accountant’s engagement, and the attor- 
ney may not have advised the account- 
ant of such change. Failure so to 
inspect the court order may result in a 
serious monetary loss to the accountant, 
who might have proceeded on the basis 
of his original understanding of the 
order as applied for, only to discover 
after his work has been completed that 
the Court had modified the extent of 
his engagement. This may necessitate 
the performance of additional services 
by him. 

The scope of the audit as outlined in 
the court order should be followed as 
closely as possible because deviations 
therefrom will be scrutinized by the 
Court, and any time spent in the per- 
formance of services not described in 
the court order may not be recognized 
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by the Court in fixing allowances for 
compensation. 

There may be cases when, because of 
conditions unforeseen at the time of 
estimating the cost of services to be 
rendered, time in excess of the estimate 
will be required to complete the engage- 
ment. When such cases arise, it is 
essential for the accountant to request 
the attorney for the Trustee or Receiver 
in Bankruptcy or for the Debtor-in- 
Possession to obtain for him a supple- 
mental court order fixing additional 
compensation. Likewise, in the event of 
a transition by the debtor from one 
chapter of the Bankruptcy Act to any 
of the others, it is necessary to obtain 
a new Order for Retention because the 
prior court order applied only to work 
performed under the proceedings for 
which it was originally entered. 

The accountant, having in his posses- 
sion the Order for Retention, is now 
ready to commence the examination of 
the debtor’s books and records. 


Time and Performance Records 


During the progress of the engage- 
ment, it is important that the accountant 
maintain adequate time and perform- 
ance records in as much detail as prac- 
tical. Such records may be essential at 
some future date, in the event that his 
fee (as requested in the Petition for 
Compensation) be contested. These 
records should contain, as a minimum, 
the following data: 

a) Date and description of work per- 

formed. 

b) Name, classification and per diem 
billing rate of staff member per- 
forming such work. 

c) Time spent in performance of the 
work, 
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Petition for Compensation 


At the conclusion of the engagement, 
the accountant, in order to collect his 
fee, must prepare in affidavit form, a 
Petition for Compensation. This peti- 
tion should be filed with the Court hav- 
ing jurisdiction over the pending 
proceedings, and should contain the 
following information: 

a) The name and address of the ac- 
counting firm and names of the 
partners. 

b) A statement of the authority 
under which the accountants en- 
tered into the engagement. 

c) The date of commencement of the 
examination. 

d) An itemization of the services 
rendered and the exhibits and 
schedules presented in the report. 
Such itemization should follow 
closely the proposed steps as out- 
lined in the Order for Retention. 

e) The amount of compensation re- 
quested with a summary of days 
worked, classified by the grade of 
the accountant and his per diem 
billing rate. (This may not ex- 
ceed the maximum compensation 
fixed in the Order for Retention. ) 

f) The petition should recite the ac- 
complishments of the services 
rendered, in the light of benefits 
obtained by the estate therefrom. 

g) Statement under oath by the ac- 
countant (or partner in the case 
of a firm) with respect to his 
knowledge of the contents of the 
petition. 


In conclusion, it is strongly empha- 
sized that the accountant adhere strictly 
to the formal requirements of the Bank- 
ruptcy Act as administered in the 
courts of the various districts, in order 
that he be assured of compensation for 
services rendered to the bankrupt estate. 


“S~ 
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Relationship of the Fees and Costs of 


Small Practitioners 
By BENJAMIN M. Sicet, C.P.A. 


By means of a hypothetical case study, this paper seeks to analyze 
the relationship of the costs and fees of a small practitioner. 


~or the past fifty years our profession 
has directed its energies and creative 
thinking to the best interests of business 
and industry. We have constructed ac- 
counting systems with the care of 
master craftsmen. We have measured 
profits and losses and prepared analyti- 
cal chartings of their variations. We 
have given counsel during distress and 
guidance in times of great indecision. 
Recently, a trend has begun to divert 
a bit of this energy and thinking to our 
own welfare. We have started to ex- 
amine ourselves, to review the eco- 
nomics of our own profession. This 
financial introspection is long overdue 
for it lags far behind the demands of 
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our times and the urgent needs of a 
substantial number of us. 


The Problem of Fees and Costs 


Whenever individual practitioners 
meet, discussion invariably turns to the 
difficult problem of fees and costs, not 
only because it makes for good con- 
versation but also because there is an 
earnest groping for sorely-lacking in- 
formation. 

To the outside world, we are known 
as astute fact-finders. In the light of 
this well-earned reputation, it is amaz- 
ing that we do not possess substantial 
data on fees and costs. For this is an 
aspect of our activities vital to our pro- 
fessional standing and to the well-being 
of us all. 

Most technical papers on this subject 
are expressed in lofty and nebulous 
terms only. What comes to my mind is 
how can one discuss accountants’ fees 
and costs without some _ concrete 
dollars-and-cents information. 

For years now, we have failed to 
bring this problem forth into the cold 
light of day. Some people feared it, 
others considered it beneath our profes- 
sional dignity. Whatever the cause 
and whatever the reason, there is in- 
herent danger in this attitude. With an 
increasing number of accountants en- 
tering the field, if proper guideposts 
are not established unequivocally, the 
profession risks sub-standard economic 
levels. Any small practitioner can give 
a clear description of this danger. 

Let no Society member take the posi- 
tion that this situation does not affect 
him. Like a linked chain, our profes- 
sion is as strong as the weakest indi- 
vidual in it. The welfare of any one of 
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us is the problem of all of us. 

Our technical meeting tonight is a 
good sign indeed. It is an indication 
that we are ready and willing to come 
to grips with realities. It is quite un- 
derstandable that I approach the task 
at hand with some hesitation. There 
are also considerable doubts in my mind 
as to best methods. In any case, | do not 
intend this paper to be a dissertation. 
Rather is it an introductory exploration. 

In studying mathematics years ago, 
[I was taught that when you have a 
difficult problem, try to reduce it to its 
simplest terms. I shall apply this prin- 
ciple here. In this instance, the sim- 
plest terms are the fees and costs of a 
sole practitioner with a modest practice. 

A Hypothetical Case Study 

To accomplish the task, I have de- 
cided to use the case-study method. 
There is one difference; This case is 
pure fiction. I shall call our account- 
ant Charles Crossfoot. He is a figment 
of my imagination. To the best of my 
knowledge, he does not exist nor do I 
know anyone like him. But I do not 
guarantee that any resemblance to 
someone here is an unintended coinci- 
dence. 

Assumed Facts 

The facts with which I shall clothe 
Charles are also entirely fictional. I 
have chosen them only because they 

Salary of junior accountant 
Salary of part-time typist 
Total salaries 

Other expenses : 

Rent 


l'ravel—carfares, taxis, train, etc. 


Entertainment and gifts ............-. 


Postage and mailing expenses 
Telephone and telegrams 
Accounting supplies 
Stationery and printing 


Tax services, pamphlets, and technical books 


Taxes (other than income taxes ) 
\liscellaneous expenses 


Total expenses 


Total salaries and expenses 


Ne 


Gross fee income requirements of Charles Crossfoot 
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seem proper and logical to illustrat: 
an example. 

Mr. Charles Crossfoot is a certified 
public accountant. He is 35 years old, 
married, and the father of two children. 
He and his family live a quiet life in 
their small home in Long Island. 

Charles has a practice located in and 
about New York City consisting of a 
variety of small to moderate-sized busi 
nesses. He maintains an office in a 
single room, sub-let from a Manhattan 
firm of attorneys. He employs a junior 
accountant for audit details and write- 
ups. One of the secretaries of the law 
firm does his typing and filing on a 
part-time basis. Mrs. Crossfoot has 
charge of the administrative details at 
home. She also helps with report typ- 
ing and other matters, especially when 
the work-load becomes heavy. 

Charles does not use his car for pro- 
fessional purposes and has no need for 
lavish entertaining of his clients. All 
his expenses are incurred judiciously 
and with an eye to economy. 

For purposes of computations, we 
shall peg Mr. Crossfoot’s net income at 
$175.00 per week or $9,100.00 annually. 
Charles expects his practice to yield 
this needed amount. 

Now let us convert these facts into 
dollars-and-cents figures and use the 
component parts to prepare a_break- 
even financial statement. 
$3,000.00 
1,560.00 


$ 4,560.00 


$1,200.00 
480.00 
600.00 
300.00 
240.00 
180.00 
180.00 
200.00 
100.00 
360.00 


3,840.00 
$ 8,400.00 
9,100.00 


$17,500.00 
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Analysis of Facts 

We have a set of figures to work with. 
What analyses can be developed from 
them? First, we shall compute some 
percentages based on gross fee income: 


Gross fee income......... 100.0% 
Salary of junior accountant 17.1% 
Salary of part-time typist.. 8.9 
Other expenses .......... 22.0 

lotal salaries and costs 48.0 
Netiincame.2.06<hevees 52.0% 


If we stopped at this point, our find- 
ings would have very little meaning. 
\lthough these percentages have some 
use to the small practitioner, he has 
much better working tools at his dis- 
posal. 

Our real basis for computation is 
time, either by the day or by the hour. 
Time is the universal language of the 
certified public accountant since it has 
like meaning to all members of the pro- 
fession. It represents grounds for un- 
derstanding between him and_ his 
clients. It has many characteristics of 
something tangible. It can be added, 
subtracted, divided, and multiplied. It 
can be evaluated and it can be recorded. 

With this in view, it seems sheer folly 
for any accountant to fail to keep de- 
tailed time records. It does not matter 
whether he has a staff working for him 
or he stands alone. The need for this 
information, for an intelligent approach 
to his practice, is almost as important 
as his pencil and his pen. 

Coming back then to our example, let 
us apply time to the figures. In doing 
so, we are faced with one important 
variable, the relation that non-charge- 
able time bears to total time spent in 
Mr. Crossfoot’s practice. There are 
many factors that have their effect here. 
Thus, we shall have to make another 
assumption. Let us say that Mr. Cross- 
foot is very fortunate: only 10% of his 
junior’s time is non-productive. On this 
basis, we determine that his assistant 
spends 230 productive days of the year. 
The computation is as follows: 


Number of days in a year........ 365 

Eliminate non-working days: 
Sundays throughout the year.... 
Vacation—two weeks .......... 10 
Saturdays—half of the year only 26 
Saturdays—half days for the bal- 


atice Of tHe Vear a. ccc. cee ns 13 

Legal and other holidays ...... 9 
Total non-working days.... 110 
Balance of days available ........ 255 
Non-chargeable time (10%) ..... 25 
Number of productive days ...... 230 


Dividing the junior’s. salary of 
$3,000.00 by 230 yields the direct cost 
of approximately $13.00 per day. 
Charles figures that he charges for his 
junior’s time at the rate of $30.00 per 
day. If this were so, based on direct 
chargeable time, the salary would 
amount to 43.3% of gross income 
earned by the junior ($13.00 cost per 
day divided by $30.00 income per day ). 
We shall see if this is true, subsequently. 

We are now in a position to make 
some more interesting observations 
about the practice of Mr. Charles Cross- 
foot. It has been determined that the 
junior works 230 productive days at the 
desired chargeable rate of $30.00 per 
diem. In that case, total income for the 
vear derived from his assistant’s efforts 
would amount to $6,900.00 (230 days 
multiplied by $30.00 per day). Subtract 
this sum from total billings of $17,- 
500.00, the total income previously ar- 
rived at as the break-even point. The 
balance is $10,600.00 representing what 
Charles would gross directly through 
his own efforts. 

Mr. Crossfoot spends less productive 
days than his junior. Remember that 
he has an overall practice to take care 
of, administrative problems to solve, 
and prospective clients to see. Let us 
assume that his records show 210 days 
of chargeable time. Dividing these days 
into the apportioned gross income of 
$10,600.00 (the amount we assume 
Charles earns directly) produces a per 
diem rate of approximately $50.00. 

Now note that the figures do not 
seem to make sense. If the time of the 
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junior is chargeable at the rate of $30.00 
per day then the time of Charles is cer- 
tainly worth more than 16624% as 
much. It is more probable that Charles 
is not getting the desired rate for the 
time of his junior. 

If we assume a per diem rate of 
$25.00 for the junior, then the mathe- 
matics bring forth a figure of about 
$56.00 for Mr. Crossfoot. This propor- 
tion seems more logical. However, in 
accepting this relation between Charles 
and junior, we must now adjust upward 
the direct salary cost. The per day 
salary cost of junior we determined to 
be $13.00. The per day income of junior 
we accept as $25.00. Dividing cost by 
income produces the fact that 52% of 
the income earned by Charles from the 
efforts of the junior go to pay the 
junior. 


Apportionment of Overhead 


Our last computation is the appor- 
tionment of overhead between Charles 
and his junior. It can be done by two 
different methods: Either we apportion 


Gross income earned by junior (230 days @ 


Salary paid to junior 
Balance before apportionment 
Overhead expenses 


Net (loss) attributable to Junior—Method #1 


Net income attributable to Junior—Method #2 ........... 


It well might be reasoned that an ap- 
portionment of overhead to the junior 
based on Method #1 is not logical here, 
since it places equal importance on the 
time of both men. Therefore, let us 
choose Method #2 which is the appor- 
tionment based on respective gross in- 
comes. 
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on the basis of productive days spent 
by each one, or we apportion on the 
basis of respective gross income billed 
through the direct efforts of each one. 
The results obtained are quite different. 

In the first method, we note that 
Junior spends 230 productive days and 
Charles 210 days. Total overhead costs 
as previously determined (including the 
part-time typist but excluding Junior’s 
salary) amount to $5,400.00. The sum 
of productive days worked by both men 
for the year is 440. Junior’s part is 
52.3%. Applying this percentage to 
the overhead results in an apportion- 
ment to junior of almost $2,825.00. 

In the second method, we observe 
that Junior is responsible for gross in- 
come of $5,750.00 (230 days @ $25.00 
per day). Total gross income is $17,- 
500.00. The proportion that $5,750.00 
bears to $17,500.00 is 32.9%. When we 
multiply this percentage by total over- 
head it yields about $1,780.00, as an 
apportionment to junior. 

Let us put these two alternatives side 
by side. 

: Method #2 
based on billing 


Method #1 
based on time 


$25.00 per day) $5,750.00 $5,750.00 

seaaebeneLetaetad 3,000.00 3,000.00 

swuudargonbconles $2,750.00 $2,750.00 

‘simian stianaets a 2,825.00 1,780.00 
pd aceesenaat $( 75.00) 

$ 970.00 


Income and Cost Statistics 


We are now in a position to provide 
Junior’s income and cost figures for the 
day. Also, the figures have been con- 
verted to a per hour basis, using a 7% 
hour day. 








Total Amount per day Amount per hour 
GrosS INCOME 22.06 cccesceeceessce $5,750.00 $25.00 $3.33 
RINE ANG. vis'dore s, 961s 5.0% oro 04 bie e0d __ 3,000.00 _ 13.00 hee 
Balance before overhead ........... ‘ 2,750.00 $12.00 $1.60 
Overhead apportionment ........... 1,780.00 _ 775. _ 1.05 
Net income—attributable to junior... _$ 970.00 $ 4.25, $0.55 
3y removing income and costs allocated to the junior from the totals, we 
are able to make similar computations for Charles. 
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Total Amount per day Amount per hour 
Gross iMCOME .....sceecccececesers $11,750.00 $56.00 $7.45 
Overhead apportionment ........... ,620.00 17.25 2.30 


Net income attributable to Charles 


CWithOUG. THGIOG). <escns coerce cee $ 8,130.00 38.75 $5.15 


Summary and Conclusions 

It may be wise now to pause for a 
recapitulation. In doing so we shall 
eliminate the trimmings and furnish the 
essential facts and figures only. Also, a 
little editorializing is in order. 

A fictional certified public accountant 
was created and given substance. He 
has a wife and family for inspiration. 
He has a junior accountant and a part- 
time typist to help him get the work 
load done. We have given him an office 
as a base of operations, and he has all 
the accoutrements with which to con- 
duct his modest practice. 

Charles grosses about $1,460.00 a 
month. From this amount he pays his 
junior $250.00, his typist $130.00, and 
he clears all other expenses at $320.00 
per month. His monthly net is about 
$760.00, or 52% of total billings. 

No longer can Charles have illusions 
of grandeur about his practice. Now he 
knows that a productive day of his 
junior’s time yields not $35.00, and not 
$30.00, but $25.00 per diem, as com- 
pared with the direct salary cost of 
$13.00. Thus, he learns that 52% of 
the actual rate per day for the junior 
goes to pay his salary. Another surpris- 
ing discovery is the fact that his small 
overhead is chargeable to the junior at 
the rate of $7.75 per day. All costs total 
$20.75, leaving him a net profit from 
junior’s activities of $4.25 per diem. 

In the final analysis, he realizes that 
he is not being compensated sufficiently 
for the supervision and responsibilities 
he has assumed in employing a junior 
accountant. 

The figures have produced another 
eye-opener. Charles had been going 
around town beating his chest and de- 
claring to everyone that he charges at 
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least $75.00 per day, for his own time. 
Now he knows that it just is not so. His 
figures show the rate to be $56.00 per 
day. 

Charles always thought that his over- 
head was a small item not to be reck- 
oned with. The figures show different- 
ly. Over 30% of his own chargeable 
rate goes to pay his overhead. 

It has been brought home to Charles, 
in unmistakable terms, that time plays 
a decisive role in producing these finan- 
cial results. For example, a greater per- 
centage of non-productive time would 
yield less favorable figures. 

At the outset, before plunging into 
these statistics, I commented that this 
paper is intended only as an introduc- 
tory exploration on the subject of the 
relationship of fees and costs for the 
small practitioner. Certainly, I hope that 
the case of Charles Crossfoot is not con- 
strued as a standard. It cannot be taken 
as a classic example of an extremely 
successful CPA. On the other hand, he 
is not the lowest man on the totem pole, 
either. Where he stands I do not know 
nor does it matter. 

My purpose in setting forth the facts 
and figures of Charles Crossfoot was 
not to establish his relative financial 
success. My purpose was to display the 
integration of income and costs of a 
small practitioner and to develop a bet- 
ter understanding of their meaning. I 
also wanted to point up the interplay 
between time and money. 

If in trying to achieve these ends I 
succeeded in whetting your appetite for 
more data and more information, then 
much good has been done. We have 
only begun to learn about ourselves in 
this respect; the time for more knowl- 
edge is now. Let us get on with the job. 























Employee Profit-Sharing and Savings Plans 





By Puivip Barnes, C.P.A. 


Profit-sharing plans, like other employee benefit programs, are 
playing an increasingly important role in our modern corporate 
economy. As of February 28 of this year, the total number of 
rulings issued by the Treasury as to the qualification of all types of 
plans exceeded 20,000. Profit-sharing plans constitute about 30% 
of the number now in operation. Profit-sharing plans constitute an 
increasingly larger percentage of all plans being put into 


effect. This discussion will be largely devoted to explor- 


ing the reasons for this trend. 


Definition of Profit-Sharing Plan 

The regulations define a profit-shar- 
ing plan as “a plan established and 
maintained by an employer to provide 
for the participation in his profits, by 
his employees or their beneficiaries, 
based on a definite predetermined form- 
ula for determining the profits to be 
shared and a definite predetermined 
formula for distributing the funds ac- 
cumulated under the plan after a fixed 
number of years, the attainment of a 
stated age, or upon the prior occurr- 
ence of some event such as illness, dis- 
ability, retirement, death, or severance 
of employment.” ! 


Applicability of General Rules 

The same basic rules as to the quali- 
fication of plans, including the nondis- 
crimination features, are equally applic- 
able to pension and profit-sharing plans. 
The beneficiaries of profit-sharing 
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trusts are taxed in the same manner as 
the beneficiaries of pension trusts. 


Incentive Features of Profit-Sharing 


The incentive feature of profit-shar- 
ing plans is one of the principal in- 
ducements to their selection. Since 
the benefit which each employee derives 
under the plan is directly related to the 
profits earned by the company, the 
employee is encouraged to exert his 
best efforts to increase the earnings of 
the company through more efficient 
performance. Moreover, labor turn- 
over may be reduced, and incentive 
heightened, especially on the part of 
lower-paid employees, by providing 
for distributions prior to retirement 
under the plan. For example, the em- 
ployee may, subject to certain condi- 
tions, receive benefits after the expira- 
tion of a fixed number of years (mini- 
mum two) or upon attaining a stated 
age, or the occurrence of illness, dis- 
ability, death or severance of employ- 
ment. In this respect the profit-sharing 
plan differs from the usual pension plan 
where the deferred wages currently 
paid by the employer, in the form of 
a contribution under the plan, ordin- 
arily become available to the employee 
only if he lives and remains in the 
employ of the company until retire- 
ment. 

Where a distribution is made to an 
employee prior to separation from em- 
ployment, the amount distributed to 
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him is taxable as ordinary income. 
The benfit of the capital gain treat- 
ment of a lump-sum distribution paid 
upon termination of employment is 
not available in this case. This factor 
will not usually be significant, however, 
in the case of lower-paid employees. 


Avoidance of Fixed Dollar 

Commitment 

In a case where the company’s earn- 
ings are of an erratic nature so as to 
indicate the advisability of avoiding 
fixed annual financial commitments, the 
profit-sharing plan offers definite ad- 
vantages. Since the employer’s con- 
tribution is usually determined by a 
formula based upon profits rather than 
upon actuarial computations of the 
amount needed to provide the antici- 
pated benefits, there is no commitment 
to pay a certain annual amount which 
the company must meet even in a loss 
year, 


Formula Requirements 


Apart from the flexibility inherent in 
profit-sharing plans, the courts have 
exercised a further liberalizing influence 
on the question of how fixed the form- 
ula itself is required to be under such 
a plan. In a leading case involving a 
profit-sharing trust for the employees 
of The Lincoln Electric Company?, 
the Court of Appeals for the Sixth 
Circuit held that a plan under which 
the employer made a single contribu- 
tion of $1,000,000, with no provision 
for subsequent payments, qualified un- 
der section 165. The Commissioner 
had contended that the contribution to 
the trust was not based upon a definite 
predetermined formula as required by 
the regulations’ and that the program 
was not a permanent one within the 
meaning of the regulations‘ since there 
was no provision for recurring con- 
tributions by the employer. The court 


Reg. 111, Sec. 29.165-1. 
Ibid. 
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held that the contribution of $1,000,000 
was definite and predetermined in 
accordance with the regulations and 
that the permanency requirement did 
not necessarily require recurring con- 
tributions. The Treasury, however, is 
not following the Lincoln Electric Co. 
case. 

On the basis of its reversal by the 
Sixth Circuit in Lincoln Electric Co., 
the Tax Court now holds that it is 
unnecessary to have a definite prede- 
termined formula for contributions to 
a profit-sharing trust’. In the Produce 
Reporter case, the company’s contri- 
butions to the fund were upheld as 
deductions where, under the terms of 
the plan, the company could contribute 
such amounts as it “may at any time 
see fit.” The position of the Tax 
Court is that the purposes of section 
165 may be effectively carried out in 
the absence of any specific formula 
requirement. The Treasury has refused 
to acquiesce in the Produce Reporter 
decision and the case is now on appeal. 

The matter of definite formula re- 
quirements has not yet been settled 
despite the favorable trend of judicial 
opinion. It would therefore be inadvis- 
able at this time to set up a profit- 
sharing plan without the inclusion of 
a definite formula. It would likewise 
be inadvisable to make a single contri- 
bution to a plan without provision for 
subsequent contributions. This is par- 
ticularly true in view of the chances 
that approval may now be obtained 
allowing amendments to existing plans 
and to the percentage of profits re- 
quired to be contributed under the 
plan. 

In the E. R. Wagner Manufacturing 
Co. case®, the company’s profit-sharing 
plan provided for annual contributions 
equal to 35% of its net profits, subject 
to the limitation of 15 per cent of 
participating employees’ compensation. 


Lincoln Electric Co. Employees’ Profit-Sharing Trust v. Com’r, 190 F. (2d) 326. 


Produce Reporter Co., 18 T.C. 69 (NA). 
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Amounts based on this formula were 
paid into the trust during the World 
War II excess profits tax years. In 
1946, the company sought to reduce 
the contribution formula from 35% to 
10%. The Treasury refused to sanc- 
tion the amendment on the ground that 
the plan would not then meet the perm- 
anency requirement of the regulations. 
The taxpayer nevertheless amended the 
plan in 1946 to reduce the formula to 
10%, and its contributions thereafter 
were based on that figure. The Tax 
Court acknowledged that the termina- 
tion of the excess profits tax may have 
prompted the reduction in the employ- 
er’s contributions. It nevertheless up- 
held the deductibility of the contribu- 
tions and the tax exempt status of the 
plan. The Court stated that it could 
find nothing in the Code or regulations 
which prevented the taxpayer from 
changing its formula to reduce the per- 
centage of profits contributed to the 
trust. The Commissioner has acqui- 
esced in the result in this case. It there- 
fore seems clear that taxpayers will 
have some measure of flexibility with 
respect to amendments to profit-sharing 
plans. 


The same rule should be applicable 
where circumstances indicate that in- 
creased contributions could be made 
to the trust. Where a taxpayer pres- 
ently has a formula that it wishes to 
change, so as to increase the contribu- 
tions under the plan, the change should 
be made as a formal amendment to the 
plan. The courts have uniformly held 
that where a definite formula exists, 


are not deductible either under section 
23(p) or under 23(a) as an ordinary 
and necessary business expense.’ More- 
over, such excessive payments are not 
available as carry-overs and are not de- 
ductible in any subsequent year.® 


Forfeitures Inure to 

Remaining Employees 

A principal advantage of the profit- 
sharing plan, so far as the employee 
participants are concerned, arises from 
the treatment accorded forfeitures by 
employees leaving the company’s em- 
ploy before their shares have fully 
vested. Because the benefits under a 
pension plan must be predetermined, 
shares in the fund released by forfeiture 
cannot go to augment the benefits of the 
remaining employees, but are available 
only to the company as a reduction in 
the current payments required under 
the plan. 

Profit-sharing plans, on the other 
hand, may and usually do provide, that 
amounts attributable to forfeitures may 
be apportioned to the other participants. 
The result is that a substantial propor- 
tion of the benefits distributed by a 
profit-sharing trust, to an employee who 
continues in the company’s employ, 
very often consists of amounts origi- 
nally paid into the fund on account of 
employees who have subsequently left 
the company. 


Advantages to Smaller Companies 


It is a mistake to believe that the 
trend toward profit-sharing plans is 
confined to the larger corporations. 
They may be used with equal effective- 
ness by the smaller closely-held com- 
pany whose principal stockholders are 
the active managers of the business. 
This was not always the case. The 
Treasury at one time held that a plan 
was considered to be for the benefit of 
shareholders and not for the exclusive 
benefit of employees, if contributions 
under the plan, with respect to employ- 
ees each of whom owned more than 10 
per cent of the company’s stock, ex- 
ceeded in the aggregate 30 per cent of 
the total company contribution.? The 
effect of this ruling was to discourage 


7.Wooster Rubber Co., 14 T.C. 1192, rev'd on other grounds, 189 F. (2d) 878; Gross- 
Given Manufacturing Co., 99 Fed. Supp. 144; McClintock-Trunkey Co., 19 T.C. No. 42. 


8 1.T. 4055, 1951-2 C.B. 30. 
9 1.T. 3674, 1944 C.B. 315. 
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the adoption of plans by many com- 
panies whose principal stockholders ac- 
tually managed the business. 

The Tax Court, however, in the 
Volckening case,'° specifically disap- 
proved the Treasury’s “30 per cent” 
rule as an unwarranted extension of the 
requirements of the statute and upheld 
a plan under which amounts paid on 
behalf of two employees who owned 97 
per cent of the company’s stock con- 
stituted during the years involved 58 
per cent and 53 per cent, respectively, 
of the total contributions paid by the 
company on behalf of its employees. 
During this period the company em- 
ployed from 9 to 15 persons, 8 of whom 
were covered under the plan including 
the 2 stockholders. The plan was not 
discriminatory since contributions bore 
a uniform relationship to the regular 
rate of employees’ compensation. The 
relatively high percentage of the con- 
tributions paid on behalf of the two 
stockholder-employees was attributable 
to the higher salaries and greater age 
of the two individuals. Although the 
Volckening case involved a pension 
plan, its principle is equally applicable 
to profit-sharing plans. 

The Commissioner has acquiesced in 
the Volckening decision. If a plan is 
therefore a bona fide profit-sharing plan 
and otherwise meets the requirements 
of section 165, it will qualify under that 
section notwithstanding that a large 
part of the company’s contributions will 
be for the benefit of employees who 
are important shareholders. The avail- 
ability to partners, as shareholder- 
employees of a corporation, of a sub- 
stantial participation under a qualified 
section 165 plan, is one of the important 
tax advantages to be achieved by the 
incorporation of a partnership. 


Rules of Deductibility 


The Code limits the employer’s in- 
come tax deduction for contributions 
paid under a profit-sharing plan to 15 
per cent of the compensation other- 


10 Volckening, Inc., 13 T.C. 723(A). 
LOSS 
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wise paid or accrued during the taxable 
year to the employees covered by the 
plan. Contributions required by the 
formula in excess of the 15 per cent 
limit may be carried forward and ap- 
plied to succeeding years in which the 
contribution paid is less than 15 per 
cent of the compensation otherwise paid 
or accrued during that year. If the con- 
tribution paid is less than the 15 per 
cent limit, the difference may be car- 
ried forward and applied in succeed- 
ing years so as to permit the deduction 
of contributions paid in excess of the 
15 per cent limit of that year. There 
is a 15 per cent limit per annum on 
the additional deduction, making a 
total of 30 per cent for any one year. 
There is no limit to the number of 
years “contribution carry-overs” and 
“credit carry-overs”’ may be carried 
forward. 

A problem arises in a_ situation 
where, by reason of a temporary cash 
shortage, a company is unable to make 
its full contribution within the 60-day 
period following the year of accrual, 
as specified by section 23(p)(1)(E) 
of the Code. If the company pays the 
balance of its contribution subsequent 
to the 60-day period, say, on May 1, 
is it entitled to a deduction in the 
year of payment with respect to the 
liability for the previous year? The 
answer is in doubt. The Treasury is 
expected to issue some pronouncement 
dealing with this matter in the near 
future. 


A related problem arises where the 
company’s profit-sharing contribution 
is based upon taxable, rather than 
book, income. Suppose that taxable in- 
come for a prior year is revised up- 
ward upon a revenue agent’s examina- 
tion. If the company is required to 
make an additional contribution for 
that prior year in accordance with its 
formula, the deduction for such addi- 
tional amount in the prior year would 
be doubtful. By including this addi- 
tional contribution, however, as part of 
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the current year’s contribution, under 
the terms of the formula, aiong with 
amounts to be contributed based upon 
reported income for that year, the de- 
duction for the additional contribution 
can be assured. 

Another problem that frequently 
arises with respect to the rule that pay- 
ments into the trust must be made 
within 60 days after the close of the 
taxable year is that of arriving at the 
correct amount of the corporation’s net 
income within so short a period, fre- 
quently before the annual audit has 
been completed by the company’s au- 
ditors. The Treasury has recognized 
this difficulty and has ruled that the 
use of estimated net income, determined 
in accordance with established account- 
ing principles consistently applied, and 
certified to by the accounting or other 
responsible officer of the company, is 
acceptable for the purpose of deter- 
mining contributions to the profit-shar- 
ing trust.'!! The Treasury cautions, 
however, that an arbitrary estimate or 
haphazard guess of net income is not 
acceptable. Further, if a particular 
method of arriving at estimated net 
income is once adopted, approval should 
be requested from the Treasury before 
a change is made. 


Integration with Social Security 


Mimeograph 6641! sets forth the 
rules for determining whether a profit- 
sharing plan is integrated with the 
Social Security Act as required by 
section 165 of the Code. These rules 
are only applicable where under the 
terms of the profit-sharing plan there 
is a minimum compensation require- 
ment which excludes employees earn- 
ing less than $3,600 per year, or where, 
for purposes of the plan, compensation 
below the minimum is treated less 
favorably than compensation above that 
amount. 

Paragraph 19 of the Mimeograph 
provides that profit-sharing plans will 

11 PS No. 46, Feb. 10, 1945. 
12 1951-1 C.B. 41. 
13 PS No. 49, June 16, 1945. 
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be considered integrated if the follow 

ing requirements are met: (1) the em 

ployer has no other plan involving inte 

gration, (2) the plan provides for 
benefits only upon retirement or separa- 
tion from service, (3) all contributions 
are allocated on a nondiscriminatory 
basis and (4) the amount of employer 
contribution plus forfeitures allocated 
to any participant in any year does not 
exceed 93 per cent of the actual com- 
pensation in excess of the minimum 
compensation level, except that a mini- 
mum allocation not exceeding $60 may 
be provided for each participant in any 
year that allocations are made. 

If a plan was in effect prior to May 3, 
1951, however, which has been ap- 
proved by the Treasury as meeting the 
requirements of section 165(a), it will 
be considered integrated, provided that 
Treasury approval has not been modified 
or withdrawn and that no changes have 
occurred in the plan which could in- 
crease the allocations of higher-paid 
employees. 

Investment of Trust Funds 

No specific limitations are imposed 
by the Code on the investments which 
may be made by a trustee of a profit- 
sharing trust. The underlying principle 
is that investments must be made for 
the exclusive benefit of employees or 
their beneficiaries. All of the safe- 
guards that a prudent investor would 
look to should exist in the case of the 
trust. 

For the trust to invest in the securi- 
ties of the employer, the Treasury re- 
quires that a specific provision to that 
effect must be made in the trust instru- 
ment.!* Such investment must also be 
permitted under local law of the juris- 
diction to which the trust is subject. 
Full disclosure must be made to the 
Commissioner of the reasons for such 
investments and the conditions under 
which they are made. The notification 
to the Commissioner includes the filing 
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of balance sheets, income statements, 
surplus analyses and a schedule of trust 
investments.!4 An advance ruling may 
be obtained from the Commissioner as 
to the effect of such investments on 
the qualification of the plan. 

The purchase of a company’s stock 
by a profit-sharing trust may serve, in 
effect, as an added incentive feature. 
Not only may the amounts contributed 
to the fund by the company be depend- 
ent upon profits, but the value of each 
employee’s share in the trust, in the 
form of company stock, will presumably 
rise in relation to the success of the 
company’s operations. Besides there 
may be a definite advantage to the 
company in having a large block of its 
outstanding stock in the hands of a 
friendly trustee. It has even been pos- 
sible in some cases to arrange for the 
eventual transfer of control of a close 
corporation to an employees’ profit- 
sharing trust, thereby solving, in at 
least one instance, the principal estate 
planning problem of the company’s sole 
stockholder. 

There are tax advantages to an em- 
ployee-beneficiary of a profit-sharing 
trust where distributions are made to 
him within one taxable year upon sepa- 
ration from service. To the extent that 
such distribution exceeds the amount 
contributed by the employee, it is tax- 
able to him only as long-term capital 
gain. Where, however, the distribution 
includes securities of the employer cor- 
poration (or of its parent or subsidiary ) 
which have appreciated in value while 
held by the trust, no tax is imposed 
upon the distributee with respect to 
such unrealized appreciation when he 
receives the stock. The basis in his 
hands is the cost of such stock to the 
trust. Only upon the ultimate sale of 
the stock by the distributee is a capital 
gains tax imposed on the appreciation 
in value of the stock. If the employee 
retains the stock until his death, the 
shares will take a basis of fair market 
value at the date of death and the un- 


14 Rev. Ruling 33, I.R.B. 1953-6, 47, 52. 
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realized appreciation will never be sub- 
jected to income tax. 


Employee Savings Plans 

A variation of the profit-sharing plan 
which is gaining increasing popularity 
is the so-called thrift or employees’ 
savings plan. Such plans involve vol- 
untary contributions by employees of 
a certain percentage of compensation, 
frequently at optional rates, with the 
amounts contributed usually withheld 
through payroll deductions. The em- 
ployer likewise makes contributions 
to the fund, either on the basis of a 
percentage of current net profits, or on 
a “matching” basis whereby, say, the 
company agrees to contribute 50¢ for 
every dollar contributed by the em- 
ployee. In the latter case current earn- 
ings are not required for contributions 
under the profit-sharing plan. Contri- 
butions may be made out of the ac- 
cumulated earnings and profits of the 
company so that it will not be necessary 
for the company to withdraw from 
making contributions in an unprofitable 
year. In many cases the “thrift” fea- 
ture is used to supplement already es- 
tablished pension or profit-sharing re- 
tirement programs. 

From the standpoint of the employee 
this type of savings plan will provide 
him with greater retirement benefits 
than he would otherwise obtain if he 
sought to provide his own retirement 
fund or supplement a company pension 
through individual savings. This is be- 
cause (1) in order to promote the sav- 
ings incentive on the part of employees 
the employer itself makes an additional 
contribution (2) the employee’s savings 
are invested by the trust and the re- 
sulting income is not subject to cur- 
rent tax and (3) economies and mini- 
mization of risk are available through 
participation in group investment as 
contrasted with the investment of indi- 
vidual savings. 

The principal advantage of such plans 
to the employer lies in the fact that 
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greater benefits will be received by the 
employee, a portion of which will be 
paid for by the employee himself. Fur- 
ther, availability of larger employee 
benefits may make it unnecessary for 
the employer to liberalize its already 
existing retirement program at some 
future time, at full cost to itself. 

Generally plans of this type will not 
be approved by the Treasury if employee 
contributions are permitted in excess 
of 6 per cent of compensation, where 
employer contributions are geared to 
the amounts contributed by the em- 
ployees.!> Contributions which are re- 
quired of employees in excess of that 
figure, in order to obtain matching 
contributions by the employer, are re- 
garded as burdensome and likely to re- 
sult in discrimination against lower- 
paid employees. 

An interesting development that has 
arisen in connection with plans of this 
type relates to the manner in which the 
funds held for the account of the em- 
ployee may be invested. Several plans 
have offered the employee a choice of 
investment categories such as (1) the 
common stock of the company, (2) a 
diversified portfolio of stocks and other 
securities of the trustee’s selection, (3) 
United States Government bonds, or 
(4) shares in a regulated investment 
company. The employee may direct 
the investment of his share of the fund 
in any one of the categories or he may 
allocate his interest among several of 
the categories. Some restrictions are 
usually imposed upon shifting in and 
out of the various categories with too 
great frequency. 

The added flexibility permits the plan 
to be tailored more fully to individual 
requirements. Obviously there are wide 
differences in sensible investment poli- 


"13 Rey. Ruling 33, LR.B. 1953-6, 47, 56. 
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cies for the top-salaried executives of 
a company, who are probably chiefly in- 
terested in the possibilities of capital 
appreciation, and the lower-salaried 
employees who are chiefly concerned 
about an adequate level of retirement 
income. This development, therefore, 
holds great promise of obtaining the 
most effective utilization of funds with 
respect to the needs of the individual 
employees involved. While this elec- 
tion of investment categories has arisen 
chiefly in connection with employee 
savings or thrift plans, there would 
seem to be no reason why these prin- 
ciples could not be equally well applied 
under a straight noncontributory profit- 
sharing plan. 


Conclusion 


Qualified profit-sharing plans offer 
important advantages to a company 
from the standpoint of both sound busi- 
ness policy and tax savings. The incen- 
tive features of such plans strengthen 
employee morale and encourage efficient 
performance. The intrinsic flexibility 
of profit-sharing plans relieves the com- 
pany of fixed dollar commitments when 
earnings are poor while resulting in in- 
creased contributions when operations 
are profitable and. the company is in a 
better position to make contributions. 
The possibility of capital gain upon a 
distribution on termination of employ- 
ment, and the postponement of tax upon 
unrealized appreciation in the com- 
pany’s stock, are especially attractive to 
company executives. The inclusion of 
an employee savings feature in the 
profit-sharing plan has special appeal to 
the lower-paid employee and may re- 
sult in substantial additional benefits to 
both employer and employee. 
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Costing for the 
Petroleum Refining Industry 


3y CHARLES BERLOWITZ 


After a brief introduction, the author discusses the more important 
methods whereby refinery operating costs are distributed to prod- 
ucts produced—the joint product method, the by-product method, 
the replacement value method, the barrel-gravity method, and the 
gravity-heat unit method. In his opinion, the replacement value 
method offers the best solution to the problem involved. 


Introduction 


The birth of the oil industry dates 
from August, 1859, when Drake’s well 
first began to produce at Titusville, 
Pennsylvania. Since that date the in- 
dustry has had a phenomenal growth. 
Today, it is one of our great power 
resources, influencing virtually every 
aspect of our lives. 

Today, petroleum threatens to dis- 
place coal as our prime source of power. 
The increasing use of diesel power by 
our railroads and the oil burner for 
domestic heating purposes have made 
serious inroads into fields where, but a 
few. short years ago, coal occupied a 
prominent place. In addition, the in- 
creasing use of combustion power, as 
exemplified by the automobile, the air- 
plane, the farm tractor, and other such 
mechanisms, has provided the stimulus 
for the tremendous expansion the in- 
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dustry has experienced, particularly 
within the past two decades. 

The petroleum industry may be de- 
scribed as having four distinct divi- 
sions: production, transportation, re- 
finement, and marketing. While there 
are a number of independent companies 
whose energies are devoted primarily 
to but one of the fields, the industry is 
dominated by large integrated organi- 
zations controlling large oil fields, 
maintaining their own tankers and pipe- 
lines to transport the crude oil, operat- 
ing large refineries, and marketing the 
refined products under their own brand 
names. The industry has required tre- 
mendous amounts of capital and by 
1944 the net investment in the United 
States petroleum industry totaled $7.65 
billion. This represented depreciated 
value of physical facilities, not includ- 
ing investment in foreign countries. 
From the standpoint of invested capital 
the refining branch ranks second and in 
1944 the investment in refineries repre- 
sented 17.9 percent of the total invested 
in the entire petroleum industry. 

The purpose of the refining branch 
of the industry is to take a product for 
which there is little use, namely, the 
raw crude oil, and convert it into prod- 
ucts of high utility such as high octane 
gasoline, motor oils, and fuel oils. This 
is usually accomplished in four steps: 
physical separation, chemical conver- 
sion, purification, and the addition of 
agents. By the application of heat, 
pressure, and chemical treatment, a 


1 American Petroleum Institute, Petroleum Facts and Figures, 1947, 8th ed., Lord 


Baltimore Press, Baltimore, p. 197. 
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series of finished products is obtained 
which range all the way from cosmetics 
to asphalt. Crude petroleum is a mix- 
ture of thousands of hydrocarbons 
whose natural boiling points vary from 
below O degrees to over 1,000 degrees 
lahrenheit. Using a simple process of 
distillation, the refiner divides the 
crude oil into fractions which are ob- 
tained at progressively higher boiling 
points. The principal fractions ob- 
tained are gasoline, kerosene, gas oil 
or distillate fuel oils, and lubricating 
distillates. By the use of a process 
known as cracking, kerosene and low- 
value gas oil are converted into gaso- 
line, gas, and heavy fuel oil. Other 
chemical processes used are polymeri- 
zation, hydrogenation, and catalytic re- 
action. But no matter which process is 
used the result is the same; namely, 
that a less wanted product has been 
converted into one of higher worth. 
Thus, refining differs from other man- 
ufacturing processes which result in a 
main product and by-products which 
usually form a fixed ascertainable per- 
centage of the total goods manufac- 
tured. Refinement, through the use of 
chemistry, has been able to keep up 
with changing demand by varying 
quantity of each product produced from 
a barrel of crude petroleum. 

Years ago refining was done in batch 
processes. The number of units of 
equipment required for each operation 
was far greater than that of today. As 
a result, materials in process were 
transferred through several individual 
units before they were finally classed as 
finished. Today, single operating units 
heating the materials only once or twice 
at the most, complete the refining to 
finished products. Paradoxically, this 
simplification of manufacturing proc- 
esses has resulted in making the task 
of the refinery cost accountant much 
more difficult. He is faced with the 
problem of allocating costs where proc- 
essing is accomplished in one complex 
combined single operation. 


Refinery accounting is usually divided 
into three categories : 

1. Accounting control of inventor 

quantities. 

2. Distribution of refinery operating 

expenses to the operating units. 
3. Distribution of refinery operating 

costs to products produced. 

The inventory of a refinery is its 
crude oil, semi-finished and_ finished 
products. In accounting for crude oil 
quantities, due consideration must be 
given by the accountant to the fact that 
crude oil is a liquid which expands and 
contracts with temperature variations. 
This is accomplished by adjusting all 
inventories to a temperature of 60 de- 
grees Fahrenheit. Another allowance 
made in computing inventory is for 
basic sediment and water (B.S. & W.). 
B.S. & W. is found both at the bottom 
of the tank and in suspension in the 
oil. Each tank, in which crude oil is 
stored is gauged before oil is pumped 
into it and after the pumping is fin- 
ished. At the time the tank is con- 
structed its capacity is determined. 
This determination is known as “strap- 
ping.” Tanks are gauged at least once 
a day and after determining the intake 
it is adjusted according to standard 
measurements for temperature varia- 
tion from the 60 degree F. norm and 
for B.S. & W. 

Having accounted for inventory, the 
next problem facing the refinery ac- 
countant is the accumulation and dis- 
tribution of refinery operating ex- 
penses. These expenses are accumu- 
lated in two ways—by function and by 
type. Although the control of refinery 
operating expenses is important, it is 
well to bear in mind that raw crude 
oil cost constitutes from 75 to 85 per- 
cent of the total cost of all refinery 
products. Hence, the margin of profit 
is actually dependent upon what prod- 
ucts are obtained from the crude oil 
rather than upon fluctuations in operat- 
ing expense.* 


2 National Association of Cost Accountants Bulletin, Dec. 1949, Vol. XXXI, No. 


Sec. One, J. L. 
Refiners, p. 4085. 
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Fox, Cost Analysis Budget to Evaluate Operating Alternatives for Oil 
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Costing for the Petroleum Refining Industry 


Che final category of refinery ac- 
counting is the distribution of refinery 
operating costs to products produced. 
Its importance is heightened by the fact 
that, for the refinery to maximize its 
profit, it must carefully balance its pro- 
duction of finished petroleum products. 
In an attempt to arrive at accurate costs 
for finished products several methods 
have been developed. None has won 
universal acceptance in the refining in- 
lustry. What follows is a brief descrip- 
tion of the more important costing 
methods which have been developed by 
the petroleum industry over a period of 
years. 


The Joint Product Method 

of Cost Allocation 

rhis method is sometimes referred 
to as the “weighted selling ratio meth- 
od”, “yield value”, and “sales realiza- 
tion method.” $ It is also known as the 
Federal Trade Commission method 
and is based on the proposition that all 
manufactured products are joint prod- 
ucts and that the same rate of profit is 
earned on each. Use of this method 
requires that the market value of all 
products refined during the month be 
calculated. Total crude and processing 
costs are prorated among the various 
products refined according to their 
market value. This results in a cost for 
each product which is a fixed percent- 
age of its market price. For example, 
assume 100 barrels of crude oil are 
processed and yield 47 barrels gasoline, 
6 barrels kerosene, 14 barrels distillate 
fuel oil, and 25 barrels residual fuel oil. 
These add up to 92 barrels. The re- 
maining 8 barrels are considered as lost 
through evaporation in the distillation 
and cracking processes. Using the sales 
realization method, each of the above 
products, which are obtained from the 
crude oil, is considered to be a joint 
product. If the yield of each product 
is multiplied by its sales value the re- 
sultant figure can be termed “yield 
times market price.” Thus assuming 





that the sales value of a barrel of gaso- 
line is $2.00, then the “‘yield times mar- 
ket price” for gasoline would be 47 bar- 
rels multiplied by $2.00 or $94.00. 
Similarly, the yields of the other prod- 
ucts obtained are multiplied by their 
respective sales values per barrel. The 
“vield times market price” of the vari- 
ous products are totaled and the sum 
represents the total market value of all 
the products obtained from the original 
crude run of 100 barrels. The total 
cost of the 100 barrels of crude oil is 
then determined (i.e., cost of the raw 
crude plus refinery processing costs) 
and it is stated as a ratio of the total 
market value of all products obtained 
from the original crude run. This ratio 
is multiplied by the sales value of each 
refined product and the resultant figure 
represents the cost of that product as 
determined by the joint product meth- 
od. Thus in the present case if we as- 
sume that the total market value of all 
the products obtained from the original 
crude run of 100 barrels is $300 and 
that total costs of the 100 barrels of 
crude are $150, then the ratio of 150 
to 300 would be as one is to two. Multi- 
plying the sales value of a barrel of 
gasoline ($2.00) by one-half gives 
$1.00, which represents the cost of a 
barrel of gasoline based on the joint 
product method. To arrive at a per 
gallon cost simply divide the per barrel 
cost by 42, as there are 42 gallons to a 
barrel. Similarly, the cost of each of 
the other refined products is obtained. 
The figures quoted above, are purely 
hypothetical and simplified for pur- 
poses of the illustration. They bear no 
actual relation to figures as they exist 
in the industry. 

As stated previously, the joint prod- 
uct method assumes that each product, 
be it gasoline, middle distillate or any 
other product, carries the same margin 
of profit or loss. As a result, a change 
in market prices gives rise to changes 
in unit costs, but there may have been 
no actual change in the cost of produc- 


__ 3 The National Association of Cost Accountants Bulletin, Sept. 1, 1942, Sec. I, Vol. 
XXIV, No. 1, S. K. Waters, Oil Refining Accounting, p. 11. 
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tion.t The cost of each product is tied 
directly to its selling price. Because 
petroleum products very often are sub- 
ject to wide fluctuation due to seasonal 
demand, their costs are bound to vary 
seasonally. 


The By-Product Method 


The by-product method of cost allo- 
cation for petroleum products assumes 
that a refinery is primarily operated for 
the purpose of producing one major 
product, gasoline. All other products 
obtained as a result of refining the 
crude oil are considered to be by- 
products.° 

Under this method, the cost of gaso- 
line is ascertained very easily. As in 
the joint product method, the total dol- 
lar cost of the crude oil including 
processing is computed. Then the total 
dollar market value of each of the by- 
products is computed. Subtract the 
total dollar market value of the by- 
products from the total cost of crude 
oil and its processing. The remainder 
reflects the cost of gasoline according 
to the by-product method. 

This method may be simply illus- 
trated. Assume that 100,000 barrels of 
crude oil are to be refined and that total 
costs (raw crude plus processing) are 
$2.00 per barrel, or $200,000.00 for 
the 100,000 barrels. The various prod- 
uct yields other than gasoline are then 
listed. Each of these products is con- 
sidered to be a by-product. Let us as- 
sume that the various by-products are 
aviation gasoline, kerosene, furnace oil, 
lube oil, and fuel oil, which when added 
together and taking account of the loss 
which occurs in the distillation process, 
accounts for 56,500 barrels of the origi- 
nal crude run of 100,000 barrels. The 
remaining 43,500 barrels is motor 
gasoline which, under this method, is 
the main product. The sales value of 


each by-product is then determined, 
and is multiplied by the respective yield 
of each product. Thus, if 10,000 bar- 
rels of kerosene were obtained from the 
refining process and the market value 
of a barrel of kerosene were $1.50, 
then the product of these two figures 
would be $15,000.00. This represents 
the by-product credit for kerosene. 
Similarly, the by-product credits for 
each of the other products are obtained 
and then totaled. By-product credits 
are subtracted from the total cost of 
the original crude run. If, in this case, 
the by-product credits totaled $113,- 
000.00, this figure would be subtracted 
from the total crude cost of $200,000.00 
and the remainder of $87,000.00 would 
be the cost of the main-product ; motor 
gasoline. Since motor gasoline in this 
case totaled 43,500 barrels, the cost of 
motor gasoline as determined by the 
by-product method would be $2.00 per 
barrel. 

Since the by-products bear costs 
equal to their market prices, the cost 
of gasoline by the by-product method 
bears an inverse relationship to the 
market price of the various by-products. 
The greater the by-product market 
prices, the lower the cost of gasoline 
determined by this method. The by- 
product method indicates the maximum 
share of total cost of refining crude oil 
that business policy may properly make 
it expedient to charge to gasoline un- 
der some circumstances.6 This is so, 
because it has been argued that some 
products such as fuel oil, are often sold 
at less than an equal quantity of crude, 
i.e., at a “specific” loss. Before the 
advent of the oil burner, “fuel” oil was 
a waste and had no recovery at all. 
Therefore, it is necessary to recover 
such losses and make a profit in the 
prices charged for gasoline.’ The 
greater the dollar amount of recovery 
on by-products, the lower the price at 


4 The Journal of Accountancy, Aug. 1949, Vol. 88, No. 2, F. A. Youngs,.Esso Uses 


Replacement Values in its Cost Accounting, p. 144. 
5 Federal Trade Commission, Report on the Price of Gasoline in 1915; 1917, Govern- 


ment Printing Office, Washington, p. 73. 
6 Ibid., p. 73. 
7 Ibid., pp. 74-75. 
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Costing for the Petroleum Refining Industry 


which gasoline can be sold, because of 
lowered costs. 


Replacement Value Method 

The replacement value or “gasoline 
value” method of costing petroleum 
products assumes that the costs of all 
stocks or distillates, except heavy fuel 
oil, are equal to their values as sources 
of gasoline.’ This method is predicated 
on the assumption that crude oil will 
be processed so as to yield a maximum 
amount of gasoline, with fuel oil as the 
only by-product. The cost of gasoline 
produced is equal to the sum of the cost 
of crude oil consumed plus processing 
costs and less a by-product. credit for 
the fuel oil produced. Intermediate 
product costs are computed on the basis 
of what it would cost to process an 
additional amount of crude oil to re- 
place the gasoline lost by not process- 
ing such intermediate product to ulti- 
mately yield gasoline, less the operating 
costs saved by not processing such 
product to gasoline, and plus the op- 
erating costs required to treat and fin- 
ish the intermediate product to put it 
in marketable condition.? This method 
of costing is more complicated than the 
methods previously described, because 
it necessitates calculating the costs and 
yields involved in cracking each inter- 
mediate distilled stock. 

Using the replacement value method, 
the first step is the computation of the 
basic cost of gasoline. It is assumed 
that one hundred barrels of crude oil 
when refined so as to produce a maxi- 
mum yield of gasoline will yield 63 per- 
cent gasoline, 23 percent fuel oil, and 
the remaining 14 percent will be loss. 
Let us assume that ‘total costs when 
refining for maximum gasoline yield 
are $2.00 per barrel and that the sales 
value of fuel oil is $1.00 per barrel. In 
this case the by-product credit for fuel 
oil would be 23 percent multiplied by 
$1.00 or $23.00. Since total costs of 
the crude oil are 100 barrels multiplied 





by $2.00 or $200.00, and the by- 
product credit for fuel oil is $23.00, 
subtracting the fuel oil by-product 
credit from $200.00 leaves $177.00, 
which represents the cost of the 63 per- 
cent yield of gasoline. Since $177.00 
represents that portion of an original 
100 barrel run of crude oil which re- 
sults in gasoline (63 percent) it follows 
that the value of 100 barrels of pure 
gasoline would be approximately 
$281.00 ($281.00 multiplied by 63 per- 
cent is approximately $177.00) or 
$2.81 per barrel of gasoline. This is 
the cost of a barrel of gasoline by the 
replacement value method. 


To determine the cost of intermedi- 
ate distillates, it is first necessary to 
ascertain what the intermediate distil- 
late would yield were it to be further 
refined so as to produce a maximum 
quantity of gasoline. Thus, let us as- 
sume that in processing kerosene so 
as to produce a maximum yield of gaso- 
line, the resultant products are 75 per- 
cent gasoline, 15 percent residual fuel 
oil, and the remaining 10 percent is 
loss. Having previously determined 
that a barrel of pure gasoline is worth 
$2.81, the value of that portion of a 
barrel of kerosene which would result 
in gasoline were it to be further refined 
running for maxium gasoline yield 
would be $2.81 multiplied by 75 per- 
cent or $2.1075. As previously stated, 
it was assumed that the value of a bar- 
rel of fuel oil is $1.00. Therefore, the 
value of the fuel oil obtained by refin- 
ing a barrel of kerosene is $1.00 multi- 
plied by 15 percent or $0.15. Adding 
$2.1075 and $0.15 equals $2.2575, the 
value of a barrel of kerosene were it to 
be further refined for maximum gaso- 
line yield. Since the object is to deter- 
mine the cost of kerosene, it is assumed 
that the kerosene is not actually proc- 
essed into gasoline. Therefore, what- 
ever finishing costs are saved by not 
processing the kerosene further, are 
subtracted from $2.2575. To the re- 


8 American Petroleum Institute, Petroleum Industry Hearings Before the Temporary 


National Economic Committee, 1942, Lord Baltimore Press, Baltimore, p. 142. 
9 The Journal of Accountancy, Aug. 1949, op. cit., p. 145. 
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sultant figure are added whatever addi- 
tional costs are required to place the 
kerosene distillate in marketable 


Taw 
condition. By following the same pro- 
cedure as was described for kerosene, 


with the other intermediate distillates, 
the replacement value of each of them 
is determined. The final step is the 
computation of the actual cost of a bar- 
rel of gasoline. In determining the 
basic cost of gasoline it was assumed 
that 100 barrels of crude oil were re- 
fined so as to produce a maximum yield 
of gasoline. To determine the actual 
cost of barrel of gasoline it is assumed 
the crude oil is refined so as to yield 
maximum by- or co-products. Multi- 
plying the percentage yield of each by- 
product by its respective barrel value 
as obtained by the replacement value 
method gives the value of that portion 
of the refined crude oil for each par- 
ticular product. Totaling the values of 
the by-products and subtracting from 
total costs of the crude, including proc- 
essing costs, leaves a remainder which 
represents the cost of that portion of 
the crude which is gasoline. 

which determine 
replacement 


The basic factors 
product costs when the 
value method is used are the cost of 
the crude oil, the cost of refining, and 
the realization on residual fuel. A 
problem arises in computing the value 
an intermediate distillate would have 
were it to be cracked into gasoline and 
fuel oil. Consideration must be given 
the kind of equipment the refinery has. 
Hence, costs on the replacement value 
basis depend largely on the type of 
refinery equipment rather than on the 
selling prices of the various products 
produced.!° 


Miscellaneous Costing Methods 


The barrel-gravity method is one of 
the less frequently used methods for 
costing refined petroleum products. It 


is based on the fact that there is some 
correlation between the gravity of fin- 
ished petroleum products and _ their 
commercial value. Using this method, 
a refinery multiplies the barrel yield of 
each product from a given quantity of 
crude oil by that product’ s gravity to 
obtain a barrel-gravity factor. The 
barrel-gravity factor is stated as a per- 
centage of the total of all the barrel- 
gravity factors. Crude oil and process- 
ing costs are then allocated to products 
on the basis of such barrel-gravity fac- 
tors.!! In effect, the method is the same 
as the sales realization method except 
that costs in this case are allocated on 
the basis of barrel-gravity factors in- 
stead of the sales realization of the 
various refined products. 

Another costing method is the 
gravity-heat unit method. Under this 
method, the cost of the raw crude oil 
is distributed in exactly the same man- 
ner as outlined by the barrel-gravity 
method. However, processing costs are 
distributed according to the heat units 
required to manufacture each product. 
Hence, when this method is used some 
method must be established for deter- 
mining the heat units required to obtain 
each product from the various manu- 
facting processes.!? 

The chief drawback to the barrel- 
gravity method and the gravity-heat 
unit method is that the correlation be- 
tween the gravity and value of refined 
products is slight and, in some cases, 
a petroleum fraction may be worth 
more than others even though its grav- 
ity is lower. Another method is that of 
allocating costs on the basis of quan- 
tity. In this case an equal share of the 
total refinery costs are allocated to each 
product on a quantity basis. The result 
is that a barrel of fuel oil costs exactly 
the same as a barrel of gasoline. How- 
ever, it cannot be said that all refined 
products have the same value. There- 
fore, this method is erroneous. 


American Petroleum Institute, Petroleum Industry Hearings Before the TNEC 


op. cit., 366. 


11 The Arthur Andersen Chronicle, Dec. 1945, Vol. VI, No. 2, op. cit., 


pp. 59-60. 


12 The eR Association of Cost Accountants Bulletin, Sept. 1, 1942, Sec. I, Vol. 
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Summary 


To this date, the part assigned to 
product costing is one of aiding man- 
agement in its everyday production 


‘planning and for economic studies. 


However, there is no reason why prod- 
uct costing in the petroleum industry 
is any less important than it would be 
in any other industry. The fact that 
to date it has remained insoluble to a 
degree does not in any way lessen the 
need for it. 

Of the various major product cost- 
ing methods which have been discussed, 
(sales realization method, by-product 
method, and replacement value meth- 
od) I believe that the replacement value 
method offers the best solution to the 
problem of costing refined petroleum 
products. 

Neither the sales realization method 
nor the by-product method are based 
on valid assumptions. The sales realiza- 
tion method ties the cost of each refined 
product to its sales price. Under this 
method a variation in sales price due to 
seasonal factors will change the cost of 
production of a refined product when, 
in fact, its actual cost of production has 
not changed at all. This method as- 
sumes that refined petroleum products 
are joint products and that the same 
rate of gross profit is earned on each 
product. Products may be considered 
to be in joint supply when they are ob- 
tained from a single process in rela- 
tively unvarying quantities. This is 
true when the straight distillation proc- 
ess is considered by itself. However, 
by the use of additional processes the 
quantities of refined petroleum prod- 
ucts can be varied to a great extent and 
in this sense they should be considered 
as products in common supply rather 
than joint supply. Herein lies the dis- 
tinction between the petroleum indus- 
try and, for example, the meat packing 
industry. Both industries utilize one 
basic raw material: in the case of the 
petroleum industry it is the crude oil, 
while in the meat packing industry it 
is the slaughtered animal. In both 
cases a multiplicity of finished products 
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can be obtained. However, in the case 
of the meat packing industry the quan- 
tities of products obtained cannot be 
significantly varied. The proportion of 
hide, fat, bone, and so forth which is 
obtained from the slaughtered animal 
represents a fairly unvarying propor- 
tion of the total animal. This is a case 
of products being in joint supply. The 
petroleum industry differs from the 
meat packing industry in that taking 
the refining process as a whole the 
quantities of refined products which 
are obtained from the crude oil can be 
and are varied to meet changing con- 
ditions and needs. They are products 
in common supply and being such the 
sales realization method, by assuming 
that refined petroleum products are 
joint products, fails in its approach to 
the problem of costing these products. 

The by-products method likewise is 
based on an erroneous assumption. It 
assumes that gasoline is the main prod- 
uct and all other products are by- 
products. While gasoline is undoubt- 
edly the most important product ob- 
tained from the refining process it 
would be incorrect to say that all the 
other products are by-products. The 
multiplicity of products which are ob- 
tained from the refining process are not 
merely the result of a secondary opera- 
tion. Their production is definitely 
planned for in advance. Their sales 
value represents a substantial portion 
of the total income of a petroleum re- 
finery. To treat them as by-products 
and compute their cost accordingly is 
definitely at variance with facts as they 
exist. 

The replacement value method, al- 
though it involves more intricate com- 
putation, appears to present the most 
satisfactory solution to the problem of 
costing petroleum products because it 
recognizes the basic nature of petro- 
leum refinery costs. These costs are 
essentially differential or marginal 
costs. The production of a petroleum 
refined product is the result of consid- 
ering a number of alternatives. Before 
planning for the production of a par- 

(Continued on page 663) 
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Conducted by BENJAMIN Harrow, C.P.A. 


Effect of Federal Tax-Free 
Reorganizations Under Article 9 
Tax-free reorganizations usually in- 

volve exchanges of property which are 

not taxed as completed transactions 
because they are part of a plan of re- 
organization. These exchanges may in- 
volve transfers of property by one 
corporation for securities of another 
corporation or transfers of securities of 
one corporation for securities of another 
corporation. They also may involve an 
exchange between a corporation and its 
stockholders of new securities for se- 
curities of the corporation effecting the 
exchange under the plan of reorganiza- 
tion. Under Section 112(b) (11) of the 
Internal Revenue Code, the stockhold- 
ers of a corporpation may receive se- 
curities received by a corporation in 
exchange for property or stock or both, 
as a distribution. Such a distribution 
is not deemed to be a taxable dividend 
if it is made as part of a reorganization 
under Section 112(b) (11). What rec- 
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“ngelhardt, 281 A.D. 1051. 


ognition if any is given to this tax-free 
distribution under the franchise tax 
law? 

This situation was submitted to us 
recently. A New York real estate cor- 
poration taxable under Article 9 owns 
all the stock of corporations B and C, 
also real estate corporations. It plans 
a reorganization under — Section 
112(b) (11), whereby it will transfer 
the stock of corporations B and C toa 
new corporation D in exchange for the 
D stock and then proposes to distribute 
the D stock to the stockholders of A. 

Under Section 182 of Article 9, a real 
estate corporation is subject to a tax of 
2% on dividends paid during the pre- 
ceding taxable year. The term “divi- 
dends” includes any distribution to 
stockholders which is deemed to come 
out of earned surplus and such a dis- 
tribution may be in the form of prop- 
erty other than cash. It would seem that 
the D stock distributed to the A stock- 
holders comes within the provisions of 
Section 182 and the corporation would 
be subject to the 2% tax to the extent 
of its earned surplus. 


Unincorporated Business Tax— 
Exempt Professions 


When is a business a profession ex- 
empt from the Unincorporated Busi- 
ness Tax? The law recognizes four 
classic professions as exempt from tax 
and the regulations add eleven others. 
In a recent case! a Columbia professor 
thought he was entitled to this exempt 
status. He was engaged as an educa- 
tional consultant in school building 
planning. He referred to his activities 
as “educational plant engineering”, and 
engineering certainly sounds like a pro- 
fession. In fact Dr. Engelhardt pointed 
to Matter of Teague v. Graves,? where 
an industrial designer was held to be 
an exempt profession, and Matter of 


Lg 
2 261 App. Div. 652; affd., 287 N. Y. 549 (1941). 
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Geiffert v. Mealey,> where a landscape 
architect was exempt from the Unin- 
corporated Business Tax. In a_ per 
curtam opinion, the Appellate Division 
distinguished those cases from that of 
Dr. Engelhardt by noting that in those 
cases various colleges and universities 
maintained regular courses of special- 
ized instruction extending over four or 
more years and leading to academic de- 
grees. In Dr. Engelhardt’s case some 
institutions of higher learning offer one 
or more semester courses dealing with 
school planning, but such courses were 
not required for any specific academic 
degree. Hence Dr. Engelhardt was held 
to be subject to the tax. Apparently the 
first step to a profession is an academic 
degree. 


Statute of Limitations—Omission 
From Gross Income of an Item 
Included in Capital Gain 


In 1938, capital gains were elimi- 
nated from ordinary income and sepa- 
rately taxed. The question has arisen 
as to whether gross income includes 
capital gains. This can be important in 
a situation where a taxpayer has omit- 
ted from ordinary income an item which 
should have been included therein, but 
which had been erroneously included as 
a capital gain and the amount is in ex- 
cess of 25% of gross income. The ans- 
swer to that question will determine 
whether the three-year statute of limi- 
tations applies, or the five-year provi- 
sion for auditing the return. 

The Attorney General recently is- 
sued a ruling* on this question. He held 
that it is the character of the receipts as 
stated by the taxpayer himself in his re- 
turn which determines whether more 
than 25% has been omitted. Section 
373 of the Income Tax law provides that 
where there has been omitted from gross 
income or capital gain as stated in a 
return, an amount which should have 





3 203 N. Y. 583 (1944). 
4 July 22, 1953. 
5 207 N. Y. 239. 


been included and is in excess of 25% 
of the amount of gross income or capi- 
tal gain, the amount of tax may be 
determined by the Commission within 
5 years. The Attorney General cited 
the case of Hewitt v. Bates,> where it 
was held that the statute of limitations 
did not run against the State where a 
separate return under Article 16-A had 
not been filed, even though the informa- 
tion reported on the return filed under 
Article 16-A disclosed all the informa- 
tion required for the return under the 
Unincorporated Business Tax. A re- 
turn must be filed in strict accordance 
with the statute in order to start the 
running of a statute of limitations. 


Another Aspect of the 25% 
Omission 


Both the federal and state income tax 
laws contain the provision that a tax 
may be assessed within 5 years where a 
taxpayer omits from gross income an 
amount which is in excess of 25% of 
the gross income reported in the return. 
Suppose a taxpayer takes excessive de- 
ductions which have the effect of under- 
stating the final figure of the gross 
income computation, but has otherwise 
not failed to include all receipts or ac- 
cruals. Is such taxpayer subject to the 
five-year statute of limitations ? 

This issue has recently been decided 
by the Circuit Court of Appeals® in 
favor of the taxpayer although the Tax 
Court had several times ruled the other 
way in earlier cases.” In this case, a 
corporation had included in the cost of 
goods sold a reserve for retroactive 
wage increases which was later disal- 
lowed. The returns covered by a five- 
year statute could be reaudited if the 
additional net income were considered 
to be an omission in gross income. The 
taxpayer contended that he had not 
omitted any item of taxable gain. The 
Court thought that Congress had in 


6 Uptegrove Lumber Co. v. Com’r., June 29, 1953. 
7 Corrigan v. Com’r., 155 F (2d) 164; Ketcham v. Com’r., 142 F (2d) 996; Foster 
Est. v. Com’r., 131 F (2d) 405; Ewald v. Com’r., 141 F (2d) 750. 
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mind a failure to include a receipt or 
accrual of gross income in providing 
for a five-year limitation, and held that 
an omission from gross income is not 
equivalent to an understatement of the 
final figure in the gross income compu- 
tation. 


Allocation of Discount on U. S. 
Savings Bonds, Series G 


The Series G Bonds were issued at 
par and bear interest at the rate of 
214% per annum, the interest being 
payable by check to the registered own- 
er. The bonds may be redeemed before 
maturity, but in that event the redemp- 
tion value is fixed at an amount which 
represents a reduction in the interest 
rate of 2'%4%. Ina case® that came be- 
fore the Surrogate, the trustees of an 
estate redeemed bonds of the face value 
of $73,500 for $71,295, and the trustees 
asked for instructions as to whether the 
discount of $2,205 should be charged 
against income or principal. 

The Court referred to Treasury De- 
partment Circular No. 530, Sixth Revi- 
sion, which referred to the decrease in 
redemption value as being an adjust- 
ment of interest to the rate appropriate 
for the shorter term. In effect a short- 
term loan would carry a lower rate of 
interest than a longer-term loan. The 
loss on the redemption is not like the 
loss on a sale of a security which is 
properly chargeable to principal. It 
represents an adjustment of income 
chargeable to the income beneficiary. 
Because the bond has not been held to 
maturity the income beneficiary has 
been receiving more interest than he 
was entitled to receive and the loss on 
the redemption makes appropriate the 
adjustment of the income. 


Gift Tax—When is a Gift Completed 


A recent Tax Court case? decides a 
question that frequently arises where a 
gift takes the form of a transfer in trust. 
On March 11, 1930, the taxpayer 


transferred property to three trustees 
one of whom was her husband from 
whom she was separated. She retained 
the income for her life and provided 
that the income should go to two chil 
dren who would also receive the princi- 
pal at specified ages. She also retained 
the right to rescind or modify the trust 
in any way and at any time with the 
unanimous consent of all the trustees. 
In 1944 and on November 15, 1947, she 
changed the interests of the remainder- 
men with the consent of the trustees. 
On December 14, 1947, she made the 
trust irrevocable and then provided that 
it could not be rescinded or modified in 
any manner at any time by anyone. 

The Commissioner held that this re- 
linquishment of her power to modify or 
revoke the trust with the consent of the 
trustees subjected the taxpayer to a gift 
tax because that act for the first time 
placed the property beyond her control. 
The taxpayer contended that the gift in 
trust was complete in 1930 when the 
trust was created, since the reserved 
power required the unanimous consent 
of all the trustees and some of them had 
a substantial adverse interest in the dis- 
position of the trust property. In 1930 
the gift tax was not in effect. 

The regulations provide that a gift is 
incomplete where tthe donor reserves 
the right to revert title to property in 
himself. Furthermore, if such a power 
is exercisable by a donor in conjunction 
with any person not having a substan- 
tial adverse interest in the property or 
the income, it is as if the donor himseli 
had the power. A trustee as such does 
not have an adverse interest. It was 
therefore held that the gift was com- 
pleted when the taxpayer relinquished 
the power to revoke the trust. 

To constitute a substantial adverse 
interest the trustee must have a direct 
legal or equitable interest. The strong 
personal motive or even moral obliga- 
tion that the former husband might 
have had to resist revocation adversel\ 
affecting his adopted children did not 
constitute a substantial adverse interest 


8 Estate of Charles J. Coulter, 121 N. Y. S. 2d, 531. 
9 Mary H, Latta vy. Commissioner, TC Memo, Dept. No. 34043, May 25, 1953. 
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New York State Tax Forum 


as intended by the regulations, said the 
Court. 

It should be noted that the retention 
of the income would make the transfer 
taxable upon the death of the donor 
both under the federal law and the state 
law (with a credit permitted against the 
estate tax for the gift tax). 


Franchise Tax on Transportation 

Companies 

A corporation is organized to do a 
shipping business. It acquires a boat 
and immediately charters it for a period 
of years to a third party under a bare- 
boat charter arrangement, whereby it 
will receive a monthly charter hire. 
Otherwise the company has nothing to 
do with the actual operation of the boat. 
How is such a corporation taxed? 

\ corporation engaged in a trans- 
portation business is subject to tax un- 
der Section 183 of Article 9. This tax 
is based upon issued capital stock. The 
rate is 1 mill for each dollar of the net 
value of issued capital stock allocated 
to the state. The company is also sub- 
ject to tax under Section 184. This is 
a quarterly tax of one-half of 1% on 
gross earnings in the state. If the cor- 
poration is engaged in ocean commerce 
it is entirely exempt from franchise tax 
until March 30, 1954. 

Under the facts submitted, the cor- 
poration would not be deemed to be 
engaged in the transportation business, 
since it does not operate the boat. Un- 
der a bareboat charter the owner of the 
boat merely rents it to the charterer 
and collects a rental. That is not a 
transportation activity. The corpora- 
tion would therefore be taxable as a 
business corporation under Article 9A 
and not as a transportation company. 
(It would however be relieved of the 
tax on gross receipts under Section 
184. ) 

Effect of Death, Withdrawal or 


Addition of a Partner on the 
Taxable Year of a Partnership 


\ corporation is a separate taxable 


entity. A partnership is not separately 
taxed but the partners are taxed on 
their distributive shares of the profits 
of the partnership. Essentially the 
partnership is treated as an aggregate 
of individuals and not as an entity. 
Nevertheless there are situations in the 
tax law that make it desirable and 
equitable to treat the partnership as an 
entity even though it is not separately 
taxed. If the aggregate theory is car- 
ried to a logical conclusion, the tax ef- 
fect on the individual partners may 
prove inequitable. The Treasury has 
long followed the aggregate theory. 
Consequently it has held that the death 
or withdrawal of a partner terminated 
the partnership. The partnership was 
therefore required to file a partnership 
return for a short period ending with 
the death or withdrawal of the partner. 
The effect of this requirement was to 
bunch more than twelve months income 
in the partner’s return. 

When the courts were presented 
with this problem they drew a distinc- 
tion between dissolution and termina- 
tion. If a partnership was not termi- 
nated, even though it might be dis- 
solved, the partnership year was not 
disturbed so far as the continuing part- 
ners were concerned.!® A recent rul- 
ing!! reverses the previous position of 
the Treasury and now holds that a 
partnership is not terminated if a sub- 
stantial part of the business of the part- 
nership is continued. 

The effect of the ruling upon the de- 
ceased partner or withdrawing partner 
is still not too clear. Prentice-Hall 
comments on the ruling in ‘“What’s 
Happening in Taxation,”!? saying that 
it would be reasonable to suppose that 
the partnership would not be termina- 
ted as to the deceased or withdrawing 
partner if the investment of such part- 
ner remains subject to the risks of the 
business. 

Under State law there is no provi- 
sion which requires the closing of the 
taxable year of the partnership in the 


10 Mnookin, CA-(8), 184 F (2d) 89; Girard Trust Co., CA-(3), 182 F (2d) 921; 


Henderson, CA-(5), 155 F (2d) 310. 
11 Rev. Rul. 144, IRB 1953-16. 


12 Vol. 16, Number 13, August 31, 1953. 
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case ot death, withdrawal or addition 
of a partner. 


Sale of Installment Obligations 


Under Section 44 of the Internal 
Revenue Code and 358-a of the New 
York State Income Tax law, a tax- 
payer may report income on the install- 
ment basis provided he meets the re- 
quirements of the law permitting this 
basis. Depending upon the nature of 
the property sold, the gain will be ordi- 
nary income or capital gain. The dis- 
position of the installment obligation 
will itself result in ordinary income or 
capital gain depending upon the nature 
of the property that was sold. 

An interesting question arose in two 
recent cases!’ where a partnership in- 
terest was sold and the partnership 
held installment obligations received 
upon the sale of stock in trade. A sale 
of a partnership interest is the sale of 
a capital asset resulting in a capital 
gain. Would such gain be affected by 
the fact that a part of the gain is at- 
tributable to the installment obliga- 
tions? The cases held that the provi- 
sions of Section 44(d) provided special 
treatment for the disposition of install- 
ment obligations and therefore that 
part of the gain on the sale of the part- 
nership interest attributable to the in- 
stallment obligations was taxable as 
ordinary income since they arose in 
connection with the disposition of non- 
capital assets. It was held that the pro- 
vision in Section 44(4) was manda- 
tory. Since the provisions of the State 
Law are similar (Reg., Art. 488-d) the 
State would probably hold to the same 
effect. 


General Business and Financial 
Tax—Holding Companies and 
Dividends 


The difference between the rate of 
tax for persons engaged in a general 
business, 1/5 of 1% on gross receipts, 
and the rate of tax for persons engaged 
in a financial business, 4/5 of 1% on 
gross income, has been used by the 
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Comptroller to tax dividend income of 
a general business in a way probabl\ 
not contemplated by the City Council 
when this tax was first introduced. 

Dividend income is subject to tax 
under the rates applicable to a finan- 
cial business if it is received by a hold- 
ing company from a controlled corpo- 
ration. Article 305 of the Regulations 
defines a holding company as a corpo- 
ration owning the majority of the vot- 
ing stock of another corporation. 

Article 305 further provides that if 
a taxpayer is regularly engaged in gen- 
eral business and, in addition, is a hold- 
ing company because it owns the ma- 
jority of the voting stock of another 
corporation, such taxpayer is required 
to segregate all dividends received from 
such a controlled corporation and re- 
port such dividends as gross income 
of a financial business. Such a tax- 
payer therefore must file two separate 
returns paying 1/5 of 1% on the gross 
receipts from general business and 4/5 
of 1% on interest and dividends re- 
ceived from a subsidiary corporation. 

The validity of this Regulation is 
doubtful. The enabling act, General 
City Law, Article 2-B, Q24-a, as 
as amended by L. 1952, C. 234, au- 
thorizes any city having a population of 
one million or more to impose a tax (a) 
of not more than 1/5 of 1% on the gross 
receipts from a general business, (b) 
of not more than 4/5 of 1% of the 
gross income from a financial business. 
The act defines a financial business as 
one involving the services and trans- 
actions of private banks, private bank- 
ers, dealers and brokers in money, 
credits, commercial paper, bonds, notes, 
securities and stocks, monetary metals, 
factors and commission merchants and 
dealers in merchandise where the 
spread or difference between the cost 
of goods sold and the sale price is 
analogous to or in the nature of a com- 
mission and does not in any event ex- 
ceed three percent of the cost of goods 
sold. 


Apparently the enabling act does 
(Continued on page 660) 


13 Moody, 19 TC 350; Krist, TC Memo, July 8, 1953. 
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Accounting at the S. E. C. | 














Conducted by Louis H. Rappaport, C.P.A. 


I N the April, 1953, issue of this maga- 
zine we wrote about an accounting 
rule which the Securities and Exchange 
Commission proposed to adopt dealing 
with the treatment of compensation in 
the form of stock options. As we 
pointed out at that time, the SEC’s pro- 
posal was important because the ac- 
counting apparently preferred by the 
SEC was at variance with principles 
enunciated by the American Institute of 
Accountants Committee on Accounting 
Procedure. 


Original AIA position 


At the risk of boring our readers, we 
should like to trace the development in 
recent years of thinking on the question 
of accounting for compensation in the 
form of stock options. The first au- 
thoritative statement on the subject 
was Bulletin No. 37 of the AIA Com- 
mittee, issued in November, 1948. 
(The bulletin was adopted by the as- 
senting votes of 19 members of the 
Committee, one of whom assented with 
qualification; 2 members of the Com- 
mittee dissented.) The bulletin ex- 
pressed the view that: (1) options are 
part of the corporation’s cost of the 
services of officers and employees and 
should be accounted for as such; (2) 
omission of such costs from the corpo- 
ration’s income accounting may result 
in overstatement of income to a signifi- 
cant degree; (3) the proper date as of 
which to measure the value of the 
option is the date on- which the option 
right becomes the property of the 
grantee, that is, the date on which he 
has met all the conditions which would 
permit him to exercise the option; and 
(4) the cost of such services to the 





Louis H. Rappaport, C.P.A., has 
been a member of the Society since 
1933. He is a partner in the firm of 
Lybrand, Ross Bros. & Montgomery, 
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corporation should be measured by the 
excess, at such date, of the fair value 
of the shares then exercisable over the 
option price thereof. 


Revised AIA position 


In January, 1953, the AIA Commit- 
tee issued a revised Bulletin No. 37 on 
stock options which superseded the 
earlier bulletin on the same subject. 
(The revised bulletin was adopted by 
the assenting votes of 19 members of 
the Committee, two of whom assented 
with qualification ; one member did not 
vote; there were no dissents.) The re- 
vised bulletin took the position that the 
date on which an option is granted to 
a specific individual is the appropriate 
point at which to evaluate the cost to 
the employer. The difference between 
the option price and fair value of the 
shares at the date of grant of the option 
represents the value of the option 
which should be charged to income. 


Original SEC proposal 


In February, 1953, the SEC an- 
nounced that it was considering the 
adoption of an accounting rule dealing 
with stock options. The proposed rule 
would have measured compensation at 
the date the optionees had complied 
fully with the terms of the option. 
This, in essence, was the position taken 
by the AIA Committee in its first bul- 
letin on the subject in 1948. 


Revised SEC proposal 


The SEC received numerous com- 
ments and suggestions relating to its 
proposed accounting rule, and has de- 
cided not to prescribe a procedure for 
determining the cost, if any, of stock 
options to be reflected in income state- 
ments filed with the Commission. Its 
February, 1953, proposal was prompt- 
ed, said the SEC, by the apparent lack 
of unanimity of opinion among ac- 
countants as to the appropriate manner 
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in which the amounts, if any, to be 
charged against income representing 
compensation to recipients of stock op- 
tions should be determined. The prin- 
cipal point of disagreement was the 
time at which the determination should 
be made. Persuasive arguments were 
advanced, said the SEC, for each of 
three dates, i.e., when the options were 
(1) granted, (2) exercisable, or (3) 
exercised. 

The Commission is of the opinion 
that the propriety of using any one of 
these dates in all cases has not been 
established, and that determination of, 
and accounting for, cost to the grantor 
based upon the excess of fair value of 
the optioned shares over the option 
price at any one of the three dates 
advocated might, in some cases, result 
in the presentation of misleading in- 


come statements. 
The Commission in its announce- 
ment said, 
“However, in order that investors may 


be apprised of the monetary significance 
of the concessions made by registrants to 
officers and employees through the grant- 
ing of stock options, the Commission pro- 
poses to adopt a rule to be added to 
Regulation S-X, and to be designated Rule 
3-20 (d), which will require full and com- 
plete disclosure of all stock option arrange- 
ments in financial statements filed with the 
Commission. 


The text of the rule, which it is 
proposed to adopt, is as follows: 

Rule 3-20 (d). Capital Stock Optioned to 

Officers and Employees 

(1) A brief description of the terms of 
each option arrangement shall be given, in- 
cluding (i) the title and amount of securi- 
ties subject to option; (ii) the date or dates 
upon which the options were granted; and 
(iii) the date or dates upon which the op- 
tionees became entitled to exercise the 
options. ; ; 

(2) State per share and in total (a) with 
respect to the shares subject to option at 
the balance sheet date, the option price, and 
the fair value at the dates the options were 
granted; (b) with respect to shares as to 
which options became exercisable during 
the period, the option price, and the fair 
value at the dates the options became ex- 
ercisable; and (c) with respect to the 
shares as to which options were exercised 
during the period, the option price and the 
fair value at the dates the options were 
exercised. ; . ’ ‘ 

(3) State the basis of accounting for 
such option arrangements and the amount 
of charges, if any, reflected in income with 
respect thereto. 

The Commission invited all inter- 
ested persons to submit views and com- 
ments on the proposed rule addressed 
to the Securities and Exchange Com- 
mission, 425 Second Street, N. W., 
Washington 25, D. C., on or before 
September 25, 1953. We believe that 
comments received reasonably soon 
after that date will also be welcome. 


New York State Tax Forum 


(Continued from page 658) 


not mention holding companies. The 
New York City law, Chapter 46— 
Title B, O B 46-1.0 of the New York 
City Administrative Code, in defining 
“financial business” repeats verbatim 
the definition of the enabling act but 
between the words “private 
” and “dealers and brokers in 
the words “holding compa- 


inserts 
bankers 
money” 
nies.” 
The law itself does not define the 
term “holding companies.” The defini- 
tion appears in Article 305 of the Reg- 
ulations. The term “holding company” 
had an established meaning under the 
old New York State Franchise Tax 
law. Section 188 of Article 9 of the 
Tax Law (repealed in 1944) levied a 
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special tax on holding corporations and 
defined a holding corporation as every 
domestic corporation, joint stock com- 
pany or association, whose sole busi- 
ness consists of the holding of stocks 
of other corporations for the purpose of 
controlling the management and affairs 
of such other corporations. 

It is unrealistic to call a business 
corporation that conducts a part of its 
activities through a subsidiary corpo- 
ration as being a holding company en- 
gaged ina financial business. What the 
city in effect does is to segregate part 
of the income of a general business and 
to subject it to an onerous tax. The 
validity of Article 305 of the Regula- 
tions is being tested in the courts. 
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Office and Staff Management 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 











Conducted by Max Btock, C.P.A. 


Reduction in Size of Tax 
Return Form 1120 


In this column (December, 1951 
issue) reference was made to a sugges- 
tion for reducing the size of Form 1120 
so that it could be filed without folding. 
A very substantial amount of filing 
space could thereby be saved and the re- 
turn and attached papers could be han- 
dled more easily. In addition, the 
physical deterioration of the return 
along the fold can be avoided. 

All of this will soon be possible be- 
cause the Commissioner has recently 
announced that the return will be re- 
duced in size. It will then fit into a legal 
size cabinet without folding. Thanks, 
Commissioner Andrews! 


Reproduction Machinery 

Exhibit—Urgent 

he Committee on Administration of 
Accountants’ Practice sponsored a tech- 
nical meeting in November, 1952, at 
which a few reproduction machines 
(for tax returns, reports, etc.) were ex- 
hibited and demonstrated. It was such 
a successful meeting from the view- 
points of both attendance and interest 





Max Brock, €.P.Ac-(N. Y. Pav); 
is a former chairman of the Commit- 
tee on Administration of Account- 
ants’ Practice of the New York State 
Society of Certified Public Account- 
ants. He is a lecturer at The City 
College of New York in the graduate 
course on Accounting Practice. Mr. 
Block is a member of the firm of 
\nchin, Block & Anchin. 











that a repeat meeting will be held on 
October 14th at the Hotel Roosevelt, 
starting 7 P. M. 

At the forthcoming meeting new ma- 
chines, particularly in the low price 
field, will be exhibited and demon- 
strated. Accountants who would not 
invest in a costly machine may now find 
one to suit their budget. Committee 
members will, as before, talk on the 
latest developments in the use of repro- 
duction devices. 

Accountants who are not using such 
equipment are urged to attend this 
meeting to learn about the possibilities 
of revolutionizing their typing depart- 
ments, reducing costs, and giving better 
service. Out-of-towners should make it 
a point to come to New York City for 
this express purpose—it is that impor- 
tant. 


N. A. C. A. Bulletin 


A subscription to this magazine, the 
monthly publication of the National 
Association of Cost Accountants, is 
recommended to those accountants who 
do not presently receive it. It is virtu- 
ally a must for practitioners who are 
interested in the accounting functions 
related to management. The magazine 
contains highly informative articles not 
alone on cost accounting but on sub- 
jects such as industry systems, incen- 
tive plans, practical budgeting, mana- 
gerial organizations, internal control, 
internal reporting, and numerous man- 
agement matters which are of interest, 
even if not of direct concern, to ac- 
countants. 

The publication address is 505 Park 
Avenue, New York 22, N. Y., and the 


cost is $10 per year. 
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Conducted by SAMUEL S. REss 


New York State Unemployment Insurance 


Experience Rating “Quarterly Fac- 
tor’ Allocations of Bonuses, etc. 


A member of the Society had a prob- 
lem affecting the determination of his 
client’s contribution rate under the 
Section 581 experience rating provi- 
sions of the law. Because this matter 
may be of general interest to the mem- 
bers of the Society he has consented to 
have the substance of his inquiries and 
the Unemployment Insurance Divi- 
sion’s answers to his questions made 
available for publication in this column. 
The letter asks (inter alia) : 

Ok ok 
“4. Where application for apportionment of 
the 1950 bonus was not previously filed, 

can this now be considered for the 1953 

rating (which includes 1950 in the 

calculation) ? 

5. If the apportionment of the 1950 bonus 
were submitted at this time will it be 
allowable for the 1954 rating calcula- 
tion r 


The Unemployment Insurance Divi- 
sion replied : 
SO ok ok 


“The answer to question 4 is No, since 
Regulation 30 provides a deadline by which 
time the request for allocation must have 
been made. Regulation 30 states that the 
request for an allocation of a bonus or 
lump-sum payment for a period of more 
than three months must have been sub- 
mitted in writing to the Division on or 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936, and is also a member of the 
3ar. He has specialized in the pay- 
roll tax field since the inception of 
this type of legislation in 1936. 

Dr. Ress is Vice Chairman of the 
Society's Committee on Labor and 
Management and a member of its 
Committee on State Taxation. 
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before July 1, following the year in which 
such payments were made. 

“The answer to question 5 is No, since 
this is covered by the answer to ques- 
tion 4.” 


The negative position taken by the 
New York State Unemployment Insur- 
ance Division, while in accord with the 
regulations promulgated by the Indus- 
trial Commissioner, is in need of 
amendment, if an inequity that the law 
seeks to remedy is to be the subject of 
relief to such an employer, who is 
barred for three years from seeking to 
remedy an oversight in a preceding 
year. Because the employer had failed 
to notify the Division by July Ist, 1951, 
that he desired to allocate certain bonus 
payments made during the fourth quar- 
ter of 1950 among the four calendar 
quarters of that year, he has been bar- 
red from requesting that the allocation 
be made of the 1950 bonus payments so 
that he may get a more favorable quar- 
terly factor assigned, within sufficient 
time prior to fixing the rates for the 
years 1953 and 1954. Because of ad- 
ministrative necessity, the regulation is 
reasonable insofar as it applies to the 
fixing of the 1952 contribution rate 
only. 

It appears from a reading of the per- 
tinent paragraph in subd. (h), section 
581, paragraph 3, of the Unemployment 
Insurance Law, dealing with the “Em- 
ployer’s Quarterly Factor” for Experi- 
ence Rating purposes, that the intention 
of the Legislature in empowering the 
Industrial Commissioner to prescribe 
regulations governing this situation 
was not limited to fixing a single date, 
as has been done in Regulation 30. The 
language used in the statute reads: 

“", . Upon request of an employer made in 

such manner and at such times (emphasis 


ours) as may be prescribed by the Com- 
missioner, remuneration paid during any 
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Payroll Tax Notes 


calendar year in the form of annual bonuses 
or other lump sum payments for services 
performed over a period of more than three 
months shall be apportioned equally among 
the four calendar quarters of such year 
for the purpose of computing quarterly 
decrease quotients. .. .” 

The regulation should be amended so 
as to permit the apportionment to be 
made for subsequent years even though 
too late for a current year. 


Request Reporting Penalties 
These continue to be a sore spot 
among members of the Society who 


represent clients in small businesses. 
Some relief should be provided by 
the Unemployment Insurance Division, 
either by amendment of the regulations 
or more sympathetic treatment, espe- 
cially in those many cases where the 
employer has taken reasonable meas- 
ures to comply with the Request Re- 
porting requirements. A grace period 
of at least five days would not cause 
any hardship on the administrative end 
and would eliminate most of the sore 
spots. 


SX 


Costing for the Petroleum Refining Industry 


(Continued from page 653) 


ticular refined product the refiner must 
answer the question: Does this product 
represent the best potential revenue 
producer from its portion of a barrel of 
crude oil? He answers this question by 
considering what additional costs are 
necessary to produce a product of 
higher value. Thus the problem of de- 
ciding what products are to be pro- 
duced and in what quantity resolves it- 
self into a matter of the petroleum 
refiner maximizing his profit. This 
problem of getting the greatest return 
in product value from a barrel of crude 
oil is the refiner’s basic challenge.!3 
The replacement value method at- 
tempts to answer this challenge by 
measuring the cost of petroleum prod- 
ucts in terms of what it would cost to 
process them further into gasoline. By 
considering petroleum product costing 
as a matter of alternative costs it most 
nearly approximates conditions as they 
actually exist in the petroleum refining 
industry. 


Conclusions 


1. In industries where one product’s 
conversion results in many products 
around the point of separation, costing 
is difficult and usually arbitrary. 

2. In the long run the selling price 


of any product is governed by costs and 


supply irrespective of costing method 
employed. 

3. The purpose of assigning or al- 
locating costs is to aid management in 
the recovery of costs and in addition 
make a profit. By information thus 
obtained : 


(a) Management can set its sell- 
ing price within reasonable limits, 
which are further restricted by the 
competitive economy. 

(b) Management can carry out a 
sound competitive policy rather than 
one which will lead to disaster by 
ruinous competition. 

(c) Management can gauge its 
operations wisely. 

4. The method of costing is primar- 
ily important as a guide to management 
for proper planning of production so 
that total costs will be recovered. 


5. The degree of refinement, is a 
course which is adopted from several 
alternative possibilities, depending upon 
which will yield the greatest revenue. 

(a) Chemical engineers play a 
major role in determining which 
policy management should pursue. 

(b) The accountant’s role is one 
of evaluation of the results of man- 
agerial policy. 


13 Accounting papers, 6th annual conference of accountants, The University of Tulsa, 
May 1-2, 1952, A. R. Bell, Jr., Refinery Costs, p. 31. 
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(Continued from page 


617) 











The law schools generally have agreed that 
their aim is not to make law students into 
accountants. Rather the aim is to develop in 
law students the capacity to communicate 
intelligently with accountants and_ business- 
men, to comprehend accounting formulae and 
data, and to conceive the possibilities and 
limitations of accounting as an instrument of 
economic and commercial policy. 

Despite agreement as to the goal, however, 
there has not been agreement as to method. 
Some law schools offer courses similar to the 

accounting courses of business 
These courses, it has been argued, 
awyer’s need for a practical un- 
accounts re flected in the 
balance sheet and in the income statement. 
Other law schools, such as Harvard, have 
been critical of that approach as one calcu- 
lated to train bookkeepers and junior ac- 
countants rather than to equip lawyers to 
understand the broad issues of accounting. 
This latter group of law schools, after cal- 
culating the risks inherent in teaching a man 
to paddle a canoe before teaching him to 
swim, has elected to minimize the emphasis 
on debit and credit and bookkeeping me- 
chanics and instead to confront the student 
almost immediately with the broader issues 
of accounting and accounting philosophy, per- 
haps giving him a citation to a standard ac- 
counting work such as Finney or Mason to 
help him over the bypassed areas. 

Accounting and the Law, which contains 
the usual type of casebook materials and also 
a substantial amount of text and notes, seems 
to be designed for a law school course which 
in some ways is a compromise of these op- 
posing views. The authors first devote a full 
211 pages to the more technical aspects of 
accounting. Thereafter, they treat the various 
accounting statements, including the balance 
sheet and the income statement, in terms of 
their relationship to the flow of short-term, 
long-term and proprietary capital. Attention 
also to cost accounting and to 
analysis of statements. 

To this extent, the book is somewhat simi- 
lar in coverage to certain other books pre- 
pared for law school use. For example, 
Amory’s Materials on Accounting is largely 
duplicated, except that the latter is less com- 
prehensive in its treatment of accounting 
mechanics. Shapiro and Weinshienk, Cases 
and Materials on Law and Accounting, con- 
tains similar materials and differs principally 
in that it subdivides the subject matter into 
legal areas such as corporations, public utili- 
ties, and trust and estates and places more 
emphasis on the accounting differences be- 
tween these areas. 

lccounting and the Law, however, does 
not stop with modifying the coverage of ear- 
lier books. Rather it adds additional mate- 
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rials which should be invaluable in furthering 
the agreed-upon effort to equip law students 
to handle those legal problems involving a 
comprehension of accounting principles. For 
example, the book contains a chapter dealing 
with the relationship between accountants 
and lawyers, an understanding of which 
should help lessen the interminable squabble 
over jurisdiction of the client’s affairs and, 
perhaps more important, should serve indi- 
rectly to remind the lawyer that there are 
areas in which the sister profession is pecu- 
liarly well versed and into which he should 
not be tempted to stray without an account- 
ant’s collaboration. Along the same lines the 
book incorporates materials pertaining to the 
principles and practices of auditing, the types 
of auditor’s certificates, and the responsibili- 
ties and liabilities of auditors. Finally, the 
book adds materials pertaining to the lawyer's 
practical application of the knowledge he 
should gain from the other portions of the 
book. For example, one chapter is devoted 
to the accounting problems inherent in draft- 
ing legal instruments, an area in which many 
present-day attorneys are notably deficient. 
Although draftsmanship is not easily suscep- 
tible of being taught in school, the materials 
at a minimum should make the student aware 
of the complexities and dangers of incorpo- 
rating accounting terms and formulae in con- 
tracts without detailed study of the effect of 
these terms and formulae. The book adds 
also a short chapter on the problem of intro- 
ducing accounting records and data into evi- 
dence before courts and administrative bodies, 
which should serve to relate the accounting 
knowledge to the law school courses on evi- 
dence and trial practice. 

All in all, Accounting and the Law is a 
thorough and imaginative job, combining 
some of the best points of the opposing 
theories as to equipping lawyers to handle 
legal problems involving accounting aspects. 
Thus, it is a significant step in the direction 
of the goal which law schools agree they 
seek. 

This does not mean, however, that the book 
and the law school course for which it is de- 
signed necessarily represent a stopping point 
or that further developments will be slow to 
come. At New York University School of 
Law, and perhaps at other schools, plans are 
already afoot for integrating accounting into 
other existing law courses, rather than teach- 
ing it separately as at present, in order to tie 
it more closely to related areas of law. Other 
methods may be conceived elsewhere. Thus, 
while Accounting and the Law deserves the 
plaudits of educators for the reasons already 
mentioned, the scope of its influence remaitis 
to be seen. 

School of Law, 
New York University. 
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